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IMPROVEMENTS OF PUBLIC UTILITY ACCOUNTING 


C. EMERY TROXEL* 
I 


NUMBER of revisions in accounting systems for public 
utility companies have been prescribed since 1934 when 
the New York Public Service Commission began ordering 

new accounting systems for the companies under its supervision. 
The Federal Communications Commission in 1935 ordered a new 
system of accounts for telephone companies under its control,? 
but this system did not go into effect until it was declared con- 
stitutional by the Supreme Court. The National Association of 
Railroad and Utilities Commissioners approved this: system of 
telephone company accounts, and by August, 1937, it had been 
adopted by nine state commissions.‘ To be effective January 1, 


* Assistant professor of economics, Wayne University. 

2 After the Supreme Court’s decision (see below,\n. 3) the Federal Communica- 
tions Commission made several revisions in this system at the request of state 
commissions, and because the District Gourt and Supreme Court opinions had 
revealed the need for clarification or amehdment of several sections (Federal Com- 
munications Commission, Telephone Division, Order No. 7-D, January 6, 1937). 

3 American Telephone and Telegraph Co. v. U.S., 299 US. 332 (1936). 

4 Indiana, Maryland, Michigan, Minnesota, Missouri, New Mexico, North Da- 
kota, Oregon, and Pennsylvania. In twenty-eight additional states—forty-five 
states provide for regulation of telephone company accounts—this system of ac- 
counts was under consideration in August, 1937 (correspondence with Federal Com- 
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1937, the Federal Power Commission ordered in June, 1936, a 
revised system of accounts for its licensees. And the N.A.R.U.C.5 
recommended to its members in November, 1936, a virtually iden- 
tical system for electric companies.° By August 1, 1937, twenty- 
four state commissions had prescribed for electric companies 
either the N.A.R.U.C. or the Federal Power Commission system 
of accounts; though amendments were frequent, approximately 
an equal number of commissions have selected each system.’ The 
Association also issued in November, 1936, a system of accounts 
for gas companies which embodied similar principles.* At present 
the Committee on Statistics and Accounts of the N.A.R.U.C. is 
at work on a system of accounts for water companies, a tentative 
draft of which was approved during the 1937 meeting of the As- 
sociation.? 

From January 1, 1913, when the Interstate Commerce Com- 
mission ordered the first uniform system of accounts for telephone 
companies, there was no revision of the accounts until January 
I, 1933. At this time the Interstate Commerce Commission pre- 
scribed an accounting system’? which was nullified in 1934 by 
transference of regulation of telephone companies to the Federal 
Communications Commission. Neither the Federal Power Com- 
mission nor the N.A.R.U.C. had revised their accounting systems 


munications Commission, National Association of Railroad and Utilities Com- 
missioners, Report of Committee on Statistics and Accounts [1937]). 

5 For brevity the National Association of Railroad and Utilities Commissioners 
shall hereafter be referred to as the Association or the N.A.R.U.C. 

6 The Securities and Exchange Commission has ordered uniform accounting 
systems for mutual and subsidiary service companies and for public utility holding 
companies. Neither of these systems nor the Interstate Commerce Commission’s 
recently ordered system for motor carriers will be considered here. 

7 National Association of Railroad and Utilities Commissioners, op. cit. At this 
time six other state commissions had adoption of these systems under consideration. 

®On August 1, 1937, five state commissions had prescribed the N.A.R.U.C. 
system of accounts for gas companies, and eighteen additional commissions had this 
system under consideration (ibid.). 

9 Ibid. 

1° Uniform System of Accounts for Telephone Companies (1933). 
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for electric companies since 1922." The last revision of the 
N.A.R.U.C. system for manufactured-gas companies was made 
in 1924.” 

While there had been no revisions of accounting controls during 
the twenties, there had been an era of holding-company develop- 
ment, securities manipulations, and system interconnections and 
growth. There has been, consequently, a need for a clearer re- 
cording of transactions of affiliated companies. Determination of 
fair value of public utility property continued to be a burden 
because of the costliness of estimating reproduction cost and be- 
cause original cost often has been obscured by property exchanges 
between affiliated companies. And depreciation allowances of op- 
erating companies were frequently adjusted to the want of holding 
companies for dividends. Thus, through at least partial correction 
of these and other regulatory difficulties, these long-awaited 
changes in accounting control of public utility companies should 
make utility regulation more effective. 


If 


It will not be possible to summarize and evaluate in a few 
pages all the changes recommended or prescribed in electric, gas, 
and telephone companies’ accounts. These controversial changes 
will be considered: recording fixed assets at original cost, new 
fixed-asset accounts, continuing or perpetual property inventor- 
ies, alteration in depreciation allowances, separation of transac- 
tions with corporate affiliates, division of capital stock and debt 
discount and selling expense accounts, and separate accounts for 
merchandising of gas and electric appliances. The need for each 
of these accounting changes and the improvements in regulation 
of public utilities which may result from their use will be noted. 


™ Dr. E. W. Morehouse (“Innovations in Public Utility Accounting Regulation,” 
Yale Law Journal, XLVI [April, 1937], 955-84), says these systems may be traced 
to an order of the Wisconsin Public Service Commission for partial revision of electric 
utilities accounts in 1931. These Wisconsin changes were followed by the New 
York revisions in 1934 and 1935 (cf. Re Uniform Classification of Accounts for Class A 
Utilities [Wis.], P.U.R. 1932 A 423). 


™ The N.A.R.U.C. approved in 1931 a system of accounts for natural gas com- 
panies which was superseded in 1936 by the system for all gas companies. 
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The comparison of the old and new balance-sheet accounts for a 
public utility plant is shown in Table 1. 

Account 100.1 of each system is a controlling account for de- 
tailed plant accounts the revisions of which will be considered 
later. Plant-in-service accounts reveal now the portion of a plant 
which is used and useful; this is the only part that must be in- 


TABLE 1 
NUMBERS AND TITLES OF PLANT ACCOUNTS 
ELectric AnD Gas* TELEPHONETt 
New Accounts New Accounts 
100 Plant 100.1 Plant in service 
100.1 Plant in service 100.2 Plant under construction 
100.2 Plant leased to others 100.3 Property held for future use 
100.3 Construction work in progress 100.4 Plant acquisition adjustment 
100.4 Plant held for future use 103.0 Miscellaneous physical property 


100.5 Plant acquisition adjustments 

100.6 Plant in process of reclassifica- 
tion 

107.0 Plant adjustment 

108.0 Other utility plant 


Old Accounts Old Accounts 
101 Fixed capital 100 Fixed capital installed prior to Janu- 
ary I, 1913 
101 Fixed capital installed since Decem- 
ber 31, 1912 


* Federal Power Commission, Uniform System of Accounts for Licenses; National Association of 
Railroad and Utilities Commissioners, Uniform System of Accounts for Bleciric Utilities and Uniform 

t Federal Communications Commission, Uniform System of Accounts for Telephone Companies. 
cluded in the rate base. Account 100.6 for gas-electric utilities 
will contain the balances of old plant accounts pending their re- 
classification under the new systems. And account 108 includes 
property values of another type of utility, e.g., for an electric 
company it might include gas or street-railway property. 

All four systems" require that these property values in these 
utility-plant accounts must be recorded at original cost. This is 
the cost of “property at the time when it was first dedicated to 
the public use, whether by the accounting company or by prede- 
cessors.” It should be noted here that the Supreme Court’s con- 
cept of original cost—the court has sometimes used “‘construction 


*3 There is a similar requirement in the revised New York systems of electric, 


gas, bus, water, and telephone utility accounts. 
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cost” synonymously—is like this definition."* Average per unit 
cost, preferably by years and operating divisions, will be per- 
mitted for like units of property, such as poles of similar material 
and length.** If original cost cannot be obtained from the com- 
pany’s records for each parcel or type of property, estimates of 
original cost must be made. No distinction is made for property 
exchanges between affiliated companies and arms-length transac- 
tions; all assets will be recorded at their original cost. 

For gas and electric utilities, account 100.5, plant acquisition 
adjustments, will contain the excess of acquisition cost over origi- 
nal cost of an “operating unit or system”’ after the new accounting 
systems go into effect. Account 107, plant adjustments, will in- 
clude write-ups above original cost of plant possessed prior to 
the effective date of the systems of accounts.” For telephone 
companies, however, these excesses of book value over original 
cost of existing and acquired property are to be put into a single 
account, plant acquisition adjustment.*’ 

The description of the telephone plant acquisition adjustment 
account, which follows, gives the details of this controversial re- 
quirement in substantially the form used for similar accounts of 
other utilities :** 

A. This account shall include amounts... . representing the difference 
between (a) the amount of money actually paid [or the current money value 
of any consideration other than money exchanged] for telephone plant 
acquired, plus preliminary expenses incurred in connection with the acquisi- 

4 In its opinion on the Federal Communications Commission’s systems for tele- 
phone companies, the Supreme Court did not object to the definition of original 
cost (see above, n. 3). 

*s Federal Communications Commission, Tentative Draft of Regulations Governing 
the Compilation of Continuing Property Records, May, 1937, p. 15; Federal Power 
Commission, Jnter pretation of Accounts, May 8, 1937, No. 1, p. 2. 

** The Federal Power Commission has ordered that these adjustments of the 


book value of existing property of its licensees must be completed by January 1, 
1939 (Order Relating to Electric Plant Instruction 2-D, May 11, 1937). 

1 This is the uncontested interpretation used in American Telephone and Tele- 
graph Co. v. U.S., 299 U.S. 332 (1936). 

*8 Federal Communications Commission, Telephone Division, Order No. 7-D, 
January 6, 1937, p. 5. The N.A.R.U.C. and F.P.C. add that “the account shall be 
so subdivided when practicable as to show the amounts applicable to electric plant 
in service, electric plant leased to others, and electric plant held for future use.” 
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tion; and (6) the original cost . . . . of such plant, governmental franchises 
and similar rights acquired, less the amounts of reserve requirements for 
depreciation and amortization of the property acquired. If the actual original 
cost is not known, the entries in this account shall be based upon estimate 


of such cost. 

B. This account shall be subdivided according to the character of the 
amounts contained therein. In addition to a copy of the journal entry record- 
ed to open this account, the company shall file with this Commission state- 
ments showing the basis of the computation of amounts included therein. 
The detailed records supporting these statements shall be retained perma- 
nently by the company. 

C. The amounts recorded in this account with respect to each property 
acquisition shall be disposed of, written off, or provision shall be made for 
the amortization thereof in such manner as this Commission may direct. 


If a company pays $200,000 for property with an original cost 
of $150,000 and estimated accrued depreciation of $25,000, plant- 
in-service and plant-acquisition adjustment accounts would be 
debited with $150,000 and $75,000, respectively, and the depreci- 
ation reserve would be credited with $25,000."® 

When the Supreme Court delivered its opinion on the account- 
ing revisions for telephone companies, it decided that only the 
portion of the adjustments of asset values which represent “‘ficti- 
tious and paper” increments above original cost may be written 
off.2? There may be frequent legal controversies about what a 
“reasonable” investment or a “fictitious” increment in property 
value is. Had the Supreme Court not made this decision, how- 
ever, orders might have been given to write off justifiable excesses 
above original cost, e.g., sums above original cost which result 
from straightforward purchases. Such original-cost adjustments, 
the write-off of which is permitted, may be (1) debited to earned 
surplus or written off through use of the account miscellaneous 
amortization (an income deduction after interest), both of which 
result in a loss for stockholders, or (2) written off through use of 


?The Federal Communications Commission requires that journal entries 
recording the acquisition of telephone property which costs more than $25,000 
must be submitted to it for approval (Uniform System of Accounts for Telephone 
Companies, p. 13). 

20 American Telephone and Telegraph Co. v. U.S., 299 U.S. 332 at 250 (1936); 
see also below, n. 55. 
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the account, amortization of plant acquisition adjustments, which 
results in a charge to operating expenses and a cost for customers. 
Where the excess over original cost results, or has resulted, for 
example, from sham exchanges of property between affiliated com- 
panies or from write-ups arbitrarily done or based on appraisals, 
all of which were common bases or write-ups during the twen- 
ties," doubtless the write-off will customarily be made a stock- 
holders’ loss. Write-offs of any of these adjustments to operating 
expenses, in view of the Supreme Court’s opinion, will be made 
only when commissions and companies mutually agree to amor- 
tize portions of the adjustments representing reasonable invest- 
ments. 

Utility companies have attacked the original-cost requirement 
—they call it “aboriginal’’ cost—as a misstatement of value, con- 
fiscatory, meaningless, unorthodox, expensive, and contrary to 
Supreme Court valuation doctrine.* There are, nevertheless, sev- 
eral advantages of these revisions, particularly from the regula- 
tor’s viewpoint. Principally, original cost, a legally recognized 
part of fair value, may be more quickly and more accurately de- 
termined. Original cost, hitherto, has often been obscured by asset” 
write-ups and concomitant manipulation of securities. Also, com- 
missions frequently use original-cost data in such matters as fixing, 
of depreciation allowances or passing upon securities issues. By 
providing a uniform recording basis for plant accounts, compari- 
son of companies’ costs and gathering of statistical information 
may be more easily and more accurately done. It is even sug- 


** For the companies it examined, the Federal Trade Commission found about 
$1,463,000,000 to be the sum of asset write-ups, of which $839,000,000 (22 per cent 
of asset values) was the write-up of assets of examined operating companies (Utility 
Corporations Sen. Doc. 92 [7oth Cong., 1st sess.], Part 72-A, p. 845). For a sample 
6f commission troubles with asset value write-ups see Re Public Utilities Consolidated 
Corp. (Vt.), P.U.R. 1929 B 492; Re White Mountain Power Co. (N.H.), Order No. 
3271; Re New York State Electric and Gas Corp. (N.Y.), P.U.R. 1933 D 264. 


22 Company complaints were not ignored, because, e.g., out of about 184 of the 
Edison Electric Institute’s recommended changes in the Federal Power Commis- 
sion’s tentative (1935) draft of its system of accounts approximately 64 of these 
recommendations were incorporated in the final draft (Edison Electric Institute, 
Comments, Suggestion, and Recommendations on Tentative Draft of Uniform System 
of Accounts Prepared by the Federal Power Commission ...., April 7, 1936). 
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gested by a utility-appraisal engineer that inaccuracies, incon- 
sistencies, and omissions in plant accounts under old accounting 
methods and in earlier years may justify the cost of reclassifica- 
tion and original-cost determination of public utility property.” 
Nor is there any reason to believe that security-holders will be 
more wary of utility securities where assets are written down to 
original cost than they were when no one was certain of extent 
of write-ups of going value, franchise value, reproduction cost, 
or imagined overhead construction costs. 

No significant change has been made in determination and 
handling of depreciation allowances for telephone companies, be- 
cause straight-line depreciation accounting, as prescribed in the 
new system, has long been used by the Bell System. For electric 
and gas utilities, depreciation—use of retirement expenses and 
reserves has been abandoned—is defined as the “loss in service 
value not restored by current maintenance, incurred in connection 
with the consumption or prospective retirement of electric plant 
in the course of service from causes which are known to be in 
current operation and against which the utility is not protected 
by insurance.” This makes depreciation a regular cost whether 
the financial condition of the company is good or bad. Preceding 
classifications, however, allowed companies to adjust depreciation 
allowances to their financial condition or the need for dividends, 
a practice which many electric and gas utilities followed. None 
of the electric or gas systems prescribes straight-line depreciation 
accounting, which, in the case of the N.A.R.U.C. systems, recog- 
nizes the several methods used by state commissions. Deprecia- 
tion on property held for future use may not be included, of 
course, with operating expenses. 

The Federal Communications Commission requires subsidiary 
records whereby depreciation expense and debits and credits to 
the depreciation reserve are kept for each primary telephone- 
plant account; and by means of a continuing property inventory 
these data are kept for each type of depreciable property. Simi- 
larly, the Federal Power Commission requires separate reserve 


23 Luther R. Nash, “The New Accounting Program,” Public Utilities Fortnightly, 
XIX (May 27, 1937), 665-75. 
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and expense accounts for the six divisions of electric plant: steam 
production, hydro production, internal combustion-engine pro- 
duction, transmission, distribution, and general.*4 

There has been a notable absence of uniformity in accounting 
for property replacements. This deficiency hampered rate cases 
where there was no clear distinction between replacements which 
should be classed as maintenance expense and replacements of 
property that should be handled through plant and depreciation 
reserve accounts. For this reason all these new systems of ac- 
counts are supplemented by a list of retirement units of property. 
The listed items of property represent those which must go 
through plant accounts in the event of replacements or retire- 
ments. The maximum size of such property units is fixed. The 
N.A.R.U.C. adopted the Federal Power Commission’s list of re- 
tirement units for electric property,’ in collaboration with the 
American Gas Association the N.A.R U.C. has prepared a list 
of retirement units for gas companies,” and the Federal Com- 
munications Commission included a similar list with its system 
of accounts for telephone companies.”’ In addition to realization 
of uniformity in accounting for property replacements, these lists 
of retirement units should facilitate determination of deprecia- 
tion rates. 

There is one feature of depreciation accounting for which con- 
trols, other than those effected by means of an accounting system, 
are needed. Court opinions in valuation controversies do not per- 
mit accrued depreciation to be measured by the sum of the de- 
preciation reserve, although the reserve is frequently much larger 
(occasionally three times as large) than the company claims for 
observable accrued depreciation. It appears, therefore, that de- 
preciation allowances should be reduced—perhaps eliminated for 

24 This is one of the few insignificant differences between the N.A.R.U.C. and 
F.P.C. systems of accounts for electric utilities. The only other noteworthy differ- 


ence relates to similar functionalizing of rent expense in the F.P.C. system, whereas 
rent expense may be included in a single account in the N.A.R.U.C. system. 

2s Federal Power Commission, Order No. 45: Prescribing a List of Units of Prop- 
erty for Use in Connection with Uniform System of Accounts, January 13, 1937. 

6 National Association of Railroad and Utilities Commissioners, op. cit. 

27 Uniform System of Accounts for Telephone Companies, 1935, Appen. A, p. 16. 
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a period of time—wherever there is judicial support for company 
claims of less accrued depreciation than the sum of the deprecia- 
tion reserve. Reduction of depreciation allowances for this reason 
has had recently the approbation of the Supreme Court.” 

The Federal Communications Commission requires that a per- 
petual record of telephone plant be kept at original cost and that 
this detailed description and classification of property shall be 
in operation by December 31, 1937.7? In May, 1937, the Federal 
Communications Commission issued a tentative draft of its regu- 
lations on continuing property records wherein the original cost 
(average-original cost is permitted for some groups of like prop- 
erty units), depreciation percentage, date of installation, property 
area, estimated service life, salvage value, and plant-account num- 
ber are recorded for each property unit or group of like and simi- 
larly located property units.*° A summary of this initial inventory 
report to the Commission will be supplemented every March 31 
by a similiar record of annual-property retirements and additions. 
Forms are also provided for work orders, completed property 
construction or removal, and depreciation history of retirements. 
In a supplementary order of the Federal Power Commission dated 
May 11, 1937, requiring for each plant an inventory of original 
cost, type of equipment, date of construction, etc., by plant ac- 
counts, may be an order for which a continuous inventory priced 
at cost would be the most practicable means of determination.* 
The New York Public Service Commission with legislative per- 
mission” requires continuing-property records. Although none 
of the Association’s systems of accounts recommends continuous- 
property inventories, by the end of 1935 they had been ordered 


28 Lindheimer v. Illinois Bell Telephone Co., 292 U.S. 151 (1934). 

29 Uniform System of Accounts for Telephone Companies, p. 19. This provision 
was amended by Order No. 7-D. 

3° Tentative Draft of Regulations To Govern the Compilation of Continuing Property 
Records by Telephone Companies, May, 1937. Property areas, for which maps must 
be furnished, may not cross state lines. And consideration in fixing these areas 
shall be given county, township, taxing district, and city boundaries as an aid to 
regulation, taxation, and other governmental purposes. 

3 Order Relating to Electric Plant Instruction 2-D, May 11, 1937. 


3 L. 1934, C. 287. 
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or were being prepared in Alabama, Arkansas, Maine, Massa- 
chusetts, Oregon, West Virginia, and Wisconsin.** 

Not only do perpetual inventories provide more assurance of 
accuracy of the contents of the plant accounts (the principal use 
of the Federal Power Commission’s and N.A.R.U.C.’s lists of 
units of property) and a ready means of determining original 
cost of property, but they are also a means of expediting valua- 
tions. Determination of the reproduction-cost portion of fair val- 
ue has long been costly and a source of much delay in utility regu- 
lation. Instead of using the customary engineers’ appraisals in 
estimating reproduction cost, continuing inventories will or could 
be used for this purpose by applying prevailing prices, bids, or 
manufacturers’ quotations to the units of property listed in the 
inventory. Appraisals may still be necessary, however, until the 
courts accept the sum of the depreciation reserve as the properly 
deductible accrued depreciation rather than request determina- 
tion of this by inspection and observation. Although some large 
utility companies have been voluntarily keeping perpetual in- 
ventories of fixed assets, utility men generally object to the costli- 
ness of maintaining such inventories; some commissions believe 
this a justifiable objection. Were it not for prevailing judicial 
importance of the rate base, and insistence that fair value must 
include reproduction cost among other fair-value elements, there 
might not be enough use for perpetual-plant inventories to war- 
rant the cost of maintaining them. 

Accounting systems for electric and gas utilities require that 
all charges by affiliated companies must go through a clearing 
account before they are carried to other accounts. Records sup- 
porting this account must show the nature of each charge and 
the account to which it is cleared. Balance-sheet accounts dis- 
closing electric companies’ transactions with associated compa- 
nies are investments in securities of associated companies, ad- 
vances to associated companies, notes receivable from associated 
companies, accounts receivable from associated companies, ad- 

33 National Association of Railroad and Utilities Commissioners, Report of Com- 


mittee on Valuation (1935); Edmund D. Ayers, “The Wisconsin Commission’s Con- 
tinuous Inventory Plan,” Public Utilities Fortnightly, XIV (July 5, 1934), 13-23- 
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vances from associated companies, notes payable to associated 
companies, and accounts payable to associated companies.** On 
April 13, 1937, however, the Federal Power Commission adopted 
a minute which suspended the keeping of this clearing account 
where companies maintain in adequate detail separate accounts 
for each associated company. The system of telephone company 
accounts prescribed in 1913 by the Interstate Commerce Commis- 
sion required balance-sheet accounts—now slightly revised—to 
record transactions with affiliated companies. All systems now 
provide for a separate expense account which is generally titled 
“Management and Supervision Fees and Expenses.’’*s Electric 
and gas utilities are required to maintain records to show the 
basis and amount of each management fee and the person to 
whom each fee is paid. Because of irregular transactions between 
affiliated companies, such as “upstream” loans, the need for more 
information about legitimate dealings of such companies, and the 
frequent controversies about management fees and services, these 
changes represent significant improvements. 

Utility companies have commonly charged capital-stock ex- 
pense to tangible plant accounts to to the account titled “Organ- 
ization.” All the new systems require a separate capital stock 
expense account.** Moreover, capital stock discount and premium 
accounts (and this is also the treatment of debt discount and 
premium) may not now be used to offset each other. For debt 
as well as for capital stock, the discount and premium accounts 
must be subdivided according to each class and issue of securities. 
Discount and expense on capital stock may be written off through 
miscellaneous debits to surplus, except that the Federal Com- 
munications Commission forbids telephone companies to write off 
stock discount before retirement of the stock. 

Particularly before 1929, holding companies commonly charged 
subsidiaries 13-10 per cent to find bankers to purchase sub- 

34 The account titles are slightly different for the telephone companies’ system. 

35 For the telephone companies’ system this account is titled “General Services 
and Licenses.” 

36 The Federal Communications Commission’s system for telephone companies 


puts this account among the prepaid accounts and deferred charges. Along with 
stock discount it is placed in a separate account group by the other systems. 
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sidiary-company securities. Many holding companies purchased 
affiliated companies’ securities and easily sold these securities to 
bankers at a profit which often was 2—10 per cent of the cost of 
the securities. Stockselling expense was frequently recorded for 
the wages of company employees who made security sales when 
they were supposed to be working at other tasks.37 Thus, revision 
of treatment of capital-stock expense and discount will at least 
reveal such transactions. 

In contrast with the earlier N.A.R.U.C. and Federal Power 
Commission systems of accounts for electric and gas utilities, the 
new systems require segregation of transmission and distribution 
property among the detailed, functional plant accounts. This is 
the only significant change in these subaccounts. A similar sepa- 
ration is now provided for the operating expenses. Electric-trans- 
mission plant is defined to include (a) conversion stations, i.e., 
generating plants at sources of supply; (b) equipment, lines, struc- 
tures, and land between the sources of supply and distributing 
or wholesaling points; and (c) interconnecting lines between 
sources of supply.** In the event of joint transmission and dis- 
tribution use of facilities, the involved plant and equipment will 
be usually assigned according to major use. Some of these alloca- 
tions must be arbitrarily done. 

The Interstate Commerce Commission required in 1913 that 
telephone, cable, wire, pole, and conduit plant accounts (there 
was no similar division of expense accounts) be divided to show 
plant employed in toll and in local-exchange operations. But the 
Federal Communications Commission omitted this requirement. 
Other state commissions probably will follow the Oregon Com- 
mission, which, in ordering use of F.C.C. system of telephone 
company accounts, prescribed a division of plant and operating 
expense accounts for toll and exchange business.*® The Federal 
Communications Commission, for the purpose of facilitating cost 

37 Federal Trade Commission, Utility Corporations Sen. Doc. g2 (70th Cong., 
1st sess.), Part 72-A, pp. 362-70, 528. 

38 Federal Power Commission, Uniform System of Accounts for Licenses, p. 52. 

39 Re System of Accounts for Class A and B Telephone Utilities, 17 P.U.R. (N.S.) 
26 (1936). 
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studies and other work of state commissions and of assisting in 
taxation and other governmental functions, has required, how- 
ever, that property areas fixed for telephone companies’ continu- 
ing inventories shall not cross state lines, and that county, town- 
ship, tax district, and city boundaries shall be given consideration 
in determination of the property areas.*° 

There is a long-standing controversy about the differences in 
rates for the several classes of gas, electric, and telephone cus- 
tomers. Segregation of transmission and distribution plant and 
expense accounts is a necessary preliminary to any examination of 
the costs of serving different classes of gas and electric customers. 
But still other difficulties may be encountered in making such cost 
studies. By far the most difficult problem concerns the allocation 
of fixed costs among the classes of customers which make joint 
use of equipment. Many methods have been suggested for dis- 
tribution of these costs among consumer groups. Consideration 
too of load factors, off-peak and peak purchases, and quantity 
of sales per customer make it unquestionably difficult to obtain 
more than an approximation of the cost of serving different con- 
sumer classes. 

For electric and gas utilities the difference between income and 
expenses on merchandising of goods and jobbing-work is now 
listed as other income or other expense. Preceding systems in- 
cluded this account in the operating expense-income group. The 
new systems do provide, however, that in the absence of a specific 
requirement by a state commission the company may treat this 
balance as an operating expense or income provided its practice 
is consistent. Utility men usually contend that, because appliance 
sales are purposed to promote additional business, and because 
contracting and jobbing are usually a part of utility operations, 
this business ought to be treated as a part of public utility opera- 
tions. Note, however, that losses on appliance selling and similar 
business may condition this conclusion. 

Several of the other revisions of lesser importance may be brief- 
ly mentioned. All new systems give more detailed instructions, 


4° Tentative Draft of Regulations To Govern the Compilation of Continuing Property 
Records by Telephone Companies, May, 1937, p. 16. 
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account description, and itemization of account contents than 
preceding systems, and thus there is more assurance of uniform 
account interpretation among companies and commissions. Dur- 
ing 1937 the forms for annual reporting of electric and gas com- 
panies’ financial and operating data were revised. More appropri- 
ate titles have been given many accounts, e.g., the title “surplus” 
to the former profit-and-loss account. All charges to accounts 
“shall be just and reasonable, and any payments... . in excess 
of just and reasonable charges shall be included in. . . . Miscel- 
laneous Income Deductions.”’ But a concept of what is a “just 
and reasonable” expenditure may not be easily established. More 
detailed records of construction costs including overhead con- 
struction costs are now required, and what may be included in 
construction costs is more carefully prescribed. Arbitrary per- 
centages or amounts for overhead construction expenses—the use 
of which was common in earlier years—will not be permitted. 
Supporting records must show the nature and disposition of each 
overhead expenditure. Separate plant accounts for the several 
overhead construction costs have been eliminated, and now these 
costs are included in the respective plant accounts of property 
on which overhead expenses have been incurred. For telephone 
companies the number of prescribed operating expense accounts 
has been increased, especially in the maintenance-expense group. 
And probably because telephone companies lease equipment from 
Western Electric Company, rent and lease income or expense of 
these companies is now included in the operating-income group, 
whereas before it was classified as nonoperating income or expense. 

In addition to these significant revisions of public utility ac- 
counting systems, there is promise of uniformity of federal and 
state systems of accounts of gas, electric, and telephone compa- 
nies. First, the N.A.R.U.C. has approved the Federal Communi- 
cation Commission’s system of accounts for telephone companies. 
Second, the differences in the systems of accounts for electric 
companies are inconsequential because of the co-operation of the 
Association and the Federal Power Commission.“ Next, the Fed- 

# An amendment (Order No. 43) to the Federal Power Commission’s system on 


December 31, 1936, reduced the number of differences between these systems of 
accounts. 
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eral Power Commission and the Committee on Accounts of the 
N.A.R.U.C. agreed in 1937 to have informal consultations on 
interpretations of “major importance”’ of electric companies’ ac- 
counts.“ Unless state commissions make notable modifications 
in these systems, it appears that uniformity of accounting for 
utility industries will prevail. 
III 

By the end of 1936 these revisions in utility accounting had 
been reviewed by the New York and federal courts. To provide 
a better understanding of the Supreme Court’s position in the 
American Telephone and Telegraph Company case,* three earlier 
Supreme Court opinions on accounting regulations will be men- 
tioned. In 1912 the Goodrich Transit Company, with about 80 
per cent of its business being interstate, challenged principally 
the Interstate Commerce Commission’s right to require separa- 
tion of revenue and expenses for interstate, intrastate, and non- 
transportation business. In upholding this delegation of legisla- 
tive authority to the Commission the court said: “If the Com- 
mission is to successfully perform its duties in respect to reason- 
able rates, undue discrimination and favoritism, it must be in- 
formed as to the business of the carriers by a system of account- 
ing which will not permit the possible concealment of forbidden 
practices in accounts... . concerning which it can require no in- 
formation.’’*4 A year later the Interstate Commerce Commission, 
when it required a railroad company to write off the remaining 
investment in abandoned property to operating expenses, was 
upheld in these terms: “The present attack upon the classifica- 
tion as adopted is, and must be, rested at bottom upon the con- 
tention that the regulations embodied in it are so entirely at odds 
with fundamental principles of correct accounting as intrinsically 
to manifest an abuse of power.’’*s And again in 1932 the Supreme 
Court made this statement in supporting the Interstate Com- 


# National Association of Railroad and Utilities Commissioners, Report of Com- 
mittee on Statistics and Accounts (1937). 

43 American Telephone and Telegraph Co. v. U.S., 299 U.S. 332 (1936). 

44 Interstate Commerce Commission v. Goodrich Transit Co., 224 U.S. 194 (1912). 

4s Kansas City Southern Railway Co. v. U.S., 231 U.S. 423 (1913). 
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merce Commission’s treatment of a railroad’s coal mines, which 
were used solely for locomotive fuel, as non-transportation prop- 
erty: “Whether the Commission should make special classifica- 
tions to fit exceptional cases lies within the discretion conferred, 
and courts ought not to be called upon to interfere with or correct 
alleged errors with respect to accounting practice. If we were in 
disagreement with the Commission as to the wisdom and pro- 
priety of the order, we are without power to usurp its discretion 
and substitute our own.’’* 

The opinion of the Appellate Division of the New York Su- 
preme Court,*’ which denied use of all but one of the New York 
accounting revisions, and which was affirmed by the New York 
Court of Appeals,** is rated a “strange, vague mixture of statu- 
tory interpretation and constitutional doctrine.”*® Only prescrip- 
tion of perpetual-property inventories was sustained, and this 
because statutory permission had been given.*® Since the legisla- 
ture had not authorized them, and because their constitution- 
ality was doubted, inclusion of regulatory expenses in a suspense 
account and ordered use of straight-line depreciation accounting 
were not upheld. The original-cost requirement was declared con- 
fiscatory. This court had previously said that “power . . . . to pre-_ 
scribe uniform .... accounts. ... does not include the power to 
compel a corporation to write off from its book value a loss which 
it has not sustained ..... ”’s* Capital-stock expense was declared 
an element of “value on which a utility is entitled to receive a 
return.” It is likely, however, that the opinion of the Supreme 
Court in the American Telephone and Telegraph Company case™ 
on similar accounting requirements will alter these conclusions 
of the New York courts and thus make the New York revisions 
operative. 

* Norfolk and Western Railway Co. v. U.S., 287 U.S. 134 (1932). 

47 New York Edison Co. v. Malibie, 9 P.U.R. (N.S.) 155, 281 N.Y. Supp. 223 
(1935). 

# Tbid., 15 P.U.R. (N.S.) 143, 271 N.Y. 103 (1936). 

49 Morehouse, op. cit., p. 977. 5°L. 1934, c. 287. 

S* Iroquois Gas Corp. v. Public Service Commission (N.Y. Ct. of Appeals), 2 
P.U.R. (N.S.) 448 (1934). 

Ss? American Telephone and Telegraph Co. v. U.S., 299 U.S. 332 (1936). 
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Beginning in 1935, the companies of the Bell Telephone System 
challenged in the federal courts four provisions of the system of 
accounts prescribed by the Federal Communications Commis- 
sion.53 On December 7, 1936, Mr. Justice Cardozo delivered the 
opinion of the Supreme Court which was principally devoted to 
the original-cost provision.*4 The court observed that the “price 
agreed upon between [affiliated interests] may be a poor criterion 
of value” and that sometimes property is purchased for its “nui- 
sance value only” It was the company’s conclusion that the 
Commission was obligated to order the contents of the plant- 
acquisition adjustment account written off. Said the court, “The 
imputed meaning is not the true one’’; rather, “Only such amount 
will be written off as appears... . to be a fictitious or paper in- 
crement.”’ The court had requested this administrative interpre- 
tation of the provision from the commission*s—a construction 
made binding upon the commission—‘“to avoid the chance of 
misunderstanding and to give adequate assurance to the com- 
panies as to the practice to be followed.’’ The plant acquisition 
adjustment account, therefore, will contain amounts prior to 
property retirements of what are believed by the commission to 
. represent fair investments above original cost. On the basis of 
this disposition of the original-cost adjustment the court was not 
impressed by the argument that the classification is arbitrary “‘be- 
cause the fate of any item . . . . remains in some degree uncertain 
until the Commission” gives directions. This interpretation of 
the adjustment account also disposed of the company objection 
that companies would not be permitted to obtain depreciation 
allowances on their actual investments, the court concluded that 


53 For District Court opinion see ibid., 14 F. Supp. 121 (1936). 

54 Tbid., 299 U.S. 332 (1936). 

58 This is an excerpt from the written statement of the attorney-general: “The 
Federal Communications Commission construes .... [the] amounts included in 
account 100.4 that are deemed, after a fair consideration of all circumstances, to 
represent an investment which the accounting company has made in assets of con- 
tinuing value will be retained in the account until such assets cease to exist or are 
retired; and, in accordance with paragraph (c) of account 100.4, provision will be 
made for their amortization.” 
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“the label is unimportant, whether depreciation or amortization, 
if the substance of the allowance is adequately preserved.” 

The court found nothing objectionable in the provision for esti- 
mates of original cost, nor could it support the company’s fear of 
criminal prosecution from “mutilating their accounts” with such 
estimates. With another objection, the difficulty of determining 
the amount to be written out of the acquisition adjustment ac- 
count in the event of property retirements, the court was con- 
vinced that the original-cost requirement did not increase the 
difficulty. 

To the company objection against the requirement that ex- 
penditures be just and reasonable the court replied, “The need 
for such a standard has been made manifest for years as the result 
of intercorporate relations that are matters of common knowl- 
edge.”’ Differentiation of plant in service and property held for 
future use was charged with being “‘so vague as to be arbitrary,” 
but the court believed this requisite to be almost self-explanatory 
and, if not, the court added that “the Commission will be avail- 
able for clarifying instructions.” Nor did it believe that ‘‘the ex- 
pense of revising the accounts will lay so heavy a burden upon 
the companies as to overpass the bounds of reason.” 

In brief, it seems that the Supreme Court is loath to contest 
accepted accounting practices, and that it finds nothing arbitrary 
or confiscatory in the recent revisions of utility-accounting sys- 
tems. The court, it appears from this decision, would not support 
a commission order to write off to earned surplus the excesses 
above original cost, which do not represent “‘fictitious and paper”’ 
increments. And it probably would not sustain under the same 
conditions an order requiring such a write-off to operating ex- 
penses through the account amortization of plant-acquisition ad- 
justments. Because utility commissions will not knowingly per- 
mit fictitious write-ups of asset values to be written off to operat- 
ing expenses, perhaps the account amortization of plant-acquisi- 
tion adjustments will be used only when companies and commis- 
sions mutually agree to write off portions of “‘reasonable’’ invest- 
ments. It may be further observed that the Supreme Court may 
encounter in the future a series of cases requiring opinions on 
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what is a “‘fictitious’’ increment in asset values, a ‘‘reasonable”’ 
investment, or “just and reasonable” expenditures. 


IV 

Accounting control of public utilities must not be purposed 
only to aid management, but to improve and facilitate justifiable 
regulation as well. Earlier systems of accounts permitted too 
many escapes from the last objective, among the worst of which 
was the drive to write up property values falsely as a justification 
for claiming a higher rate base. ‘“‘Accountants in long-established 
private industries not ‘affected with a public interest’ would not 
tolerate some of the practices of accounting for property that 
are found frequently among utilities.”®* It is in answer to these 
and other defects in accounting control of public utilities and 
toward effectiveness of regulation that these overdue revisions of 
utility-accounting systems have been aimed. That a favorable 
‘Supreme Court opinion has been obtained and uniformity of each 
utility industry’s system has been sought presages desirable regu- 
latory improvements from these changes. But many state com- 
missions must increase and improve their now inadequate ac- 
counting staffs if accounting control, regardless of systems of 
accounts, is to be an efficacious regulatory tool. Unless there are 
other ways of assuring compliance with the prescribed accounting 
systems, even more frequent audits—the insufficiency of which 
may often traced to inadequate commission appropriations—may 
be undertaken either by the state commission’s staff or by ac- 
countants approved by the company and commission. Studies of 
costs of serving customer classes and more attention for deprecia- 
tion allowances in relation to company claims of “‘per cent con- 
dition” will assist in minimizing some of the ambiguities and 
confusing legal requisites of the judicially acceptable techniques 
of public utility regulation. 


86 Morehouse, op. cit., p. 984. 
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POSSIBILITIES AND LIMITATIONS OF 
INVESTORS’ SERVICES—Continued 


PART II. LONG-TERM INVESTORS’ SERVICES 


DELBERT HARLOW KERCHNER 


N THE preceding article’ it was seen that enterprises which 
aim to serve short-term traders are faced with serious limita- 
tions. The ensuing movement of the market is always af- 

fected directly by the reaction of the trading public to the an- 
nouncements of such services themselves, as well as by its reaction 
to other current events. If one were to judge the success of short- 
term forecasters by comparison of their predictions with the ac- 
tual performance of the market, and if one were to weight each 
forecast with the amount of money which is actually used in 
trading in reliance thereon, then the percentage of error of all 
such forecasts would be at least 50 per cent, and it would probably 
be somewhat higher. Regardless of the degree of skill attained by 
any particular enterprise, it can never be expected to maintain a 
record substantially better than this normal percentage of error 
for any protracted period of time, especially if it advertises its 
record and accepts as many clients as it can obtain. Furthermore, 
even such an objective test of success as comparison of the fore- 
casts with the actual performance of the market is overfavorable 
to short-term forecasters because it gives them credit for the fac- 
tor called pseudo-forecasting, which indicates neither skill on the 
part of the service nor profit to its average client. Measured in 
terms of profit to the clientele, such services will always tend, 
over a period of time, to produce losses instead of profits. Any 
particular enterprise may happen to produce profits for its clients 
for a limited time, but as the public learns of its enviable record, 
this apparent success will tend to defeat itself and, sooner or later, 


* This is the second of two articles, the first of which appeared in the Journal of 
Business for October, 1937. 
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must be transformed into failure. The underlying reason for all 
these evidences of futility on the part of short-term traders’ serv- 
ices lies in the simple fact that trading upon successive move- 
ments of the market, of any given dimensions, does not increase 
wealth but, on the contrary, reduces it by an amount equal to the 
expenses of trading. It also tends to create or augment market 
fluctuations and thus affords opportunities for long-term investors 
to win profits from the short-term trading group. Therefore, in so 
far as any short-term traders’ service influences investors to seek 
futile objectives, it tends to injure the average member of that 
investing public, and over a period of time it will fail to benefit its 
own clients. 

Attention is now turned to a fundamentally different type of 
service enterprise. Services of the long-term type will be found 
to possess infinitely greater possibilities for benefiting their clients 
and for enriching the average investor. The underlying reason 
for the difference will be found to lie in the simple fact that suc- 
cessful investment directly increases wealth. Hence, services 
which are designed to make investment more profitable benefit 
society as well as their own clients. 


INVESTMENT CONTRASTED WITH TRADING 

Investment, by which is meant long-term or intrinsic-value 
investment, unless otherwise indicated, is fundamentally different 
from trading upon short-term or turn-in-the-market principles. 
Investment may be defined as the appropriation of resources to 
productive capital purposes or to public uses. Purchase and sale 
of investment securities does not constitute the essence of invest- 
ment itself; it is only an incident thereto. 

As was mentioned in the preceding article, the long-term mar- 
ket operator or true investor keeps his mind primarily upon the 
productivity of the purpose for which he is appropriating his 
funds. He studies the past and present earning power of capital 
in respective industries and companies, and the prospects for the 
future of each industry and each company. To him market profits 
are relatively uncertain and, hence, more or less incidental. Of 
course he is willing to accept such profits when circumstances 
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make them available, but the conviction upon which he stakes his 
money is one concerning the earning power or productivity of 
capital rather than a conviction concerning a market movement. 

It may be argued that there is a third class of operators, made 
up of those who are primarily interested in market profits but 
who rely upon long-term trends rather than successive market 
movements. But in practice this group is found to be relatively 
small if not nonexistent. One may buy a security in the belief 
that he is interested only in the long-term trend, rather than 
either intrinsic values or the ensuing market movement; but this 
belief will be severely tested if the market should decline a great 
deal after such a purchase. When such a test occurs, many in- 
vestors who regarded themselves as “‘trend”’ operators find them- 
selves studying intrinsic values or current market fluctuations or 
both. When the trend seems to be against them they usually 
decide to join either the intrinsic-value group or the trading 
group. If the former, they hold on to their securities because of a 
conviction concerning earning power and intrinsic values; if the 
latter, they sell becausé of an expectation or fear that the market 
will decline still further before rising to definitely higher levels. 

For present purposes, therefore, all market operators may be 
classified as long-term or intrinsic-value operators who operate 
as if they relied upon convictions concerning earning powers and 
intrinsic values rather than operate as if they relied upon convic- 
tions concerning successive market movements. In short, an ob- 
jective rather than a subjective classification of all operators re- 
sults in two rather than three or four major groups.” 

The long-term method of operation involves purchase of securi- 
ties only when they seem to be cheap in relation to earning power 
and intrinsic values, and the sale of such securities only when one 
of these circumstances arises: when they seem to be overpriced 
in relation to earning power, when funds are shifted to some other 
security which seems to be priced much more attractively in 
relation to intrinsic values, or when funds must be withdrawn 
from the market for business purposes, living expenses, or other- 


2 Cf. Charles H. Dow, Scientific Stock Speculation (New York: Magazine of 
Wall Street, 1920), pp. 17 ff. j 
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wise. If the market declines substantially after the purchase is 
made, but none of these three contingencies have occurred, these 
long-term operators either disregard the decline or they increase 
their commitments and average down costs if funds are available. 
They do not sell merely because the market has declined. 

Contrasted with this method of operation, the short-term 
method involves the purchase of securities only when the opera- 
tor expects the next movement of the market to be upward, and 
the sale thereof either when the operator becomes discouraged 
because of inactivity or when he expects the next movement to be 
downward (or when sale is required because of inadequate mar- 
gin). The “protecton’”’ of purchases with stop-loss orders is a 
sure indication of the short-term method of operation, whereas 
the practice of averaging down costs is consistent only with the 
intrinsic-value method of operation. The mixture of both prac- 
tices is inconsistent.’ 


LONG-TERM INVESTORS’ SERVICES DEFINED 


The group of services which is being considered here includes 
all those which supply material which is used by,or is believed to be 
useful to, long-term investors. Thus it includes all services which 
supply facts, forecasts, or advice pertaining to any of the follow- 
ing: major price tendencies, the earnings of corporations, the 
intrinsic values of particular securities, the prospects for future 
earnings, prospects for future business improvement or recession, 
the best methods of operation upon such information as is avail- 
able, etc. Long-term forecasts concerning prices of securities are 
most easily confused with short-term or turn-in-the-market fore- 
casts and, therefore, they will be given greatest consideration here 
in order to bring out the contrast. The stock-market forecasts 
which are of greatest interest to long-term investors are predic- 
tions concerning the probable trends or price tendencies which are 
supposed to bear some direct relationship to earnings, intrinsic 
values, or general business activity. For instance, a prediction 
that prices of securities are likely to reach substantially higher or 


3 Contrast L. L. B. Angas, Jnmvestment (London: Macmillan & Co., Ltd., 1930), 
pp. 86-97. 
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lower levels, in the course of time, because they are expected to 
tend to adjust themselves to know earning power, would be of 
interest to long-term investors and would, therefore, be con- 
sidered a typical long-term forecast. 

It must be remembered, however, that long-term forecasts do 
not include predictions concerning the next ensuing movement of 
the market. Long-term investors recognize that although stocks 
may be too high already, the first movement of the market may 
be upward; and although they may be selling at very low levels in 
relation to earnings, the next movement of the market may be 
downward. It is always public enthusiasm or gloom, rather than 
earning power, which determines the next movement of the 
market, although in the long run it is probable that public esteem 
will tend to readjust itself, from time to time, to earning power.‘ 
Consistent with long-term principles, several well-known inves- 
tors’ services were predicting in 1927 and 1928 that sooner or 
later the market would break and stocks would again sell sub- 
stantially lower than the then-existing prices, because it was be- 
lieved that prices wefe substantially higher than a reasonable 
capitalization of existing and prospective earning power. Some 
of these forecasters did not attempt to predict when the crash 
might occur and, hence, they were scoffed at by traders. But it 
must be remembered that any attempt to predict the time when 
such a turn in the market would occur is classed as a short-term 
forecast and is subject to the limitations discussed in the pre- 
ceding article. 

It has been found that many long-term investors study tech- 
nical information concerning the market, which is the principal 
material studied by many short-term traders. Long-term inves- 
tors were encouraged to do this by Charles H. Dow because he was 
convinced that intelligent study of such data provided a useful 
check upon one’s judgment concerning intrinsic values, and it also 
assisted him to choose the best times to buy and to sell in order 
to buy most cheaply and to sell at the most attractive prices.‘ 

4 Cf. Alfred Marshall, Principles of Economics (8th ed.; London: Macmillan & 
Co., Ltd., 1936), pp. 592-93; Dow, op. cit., p. 83. 

5 Op. cit., esp. pp. 26-27, 81-83. 
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Therefore, since technical information is actually used by many 
long-term investors, it is regarded as long-term service material 
in so far as it is actually used by them, although its usefulness as 
short-term service material was considered in the preceding ar- 
ticle. 

PRIMARY PROFITS 

Investing on long-term -or intrinsic-value principles is not a 
game like trading on turn-in-the-market principles, because profit 
may be earned without a loss being incurred by some other opera- 
tor. The primary source of investment profit is the earnings or 
increment of the capital goods which are created or purchased 
with the funds so appropriated to a productive purpose. Instead 
of consuming part of the total wealth of society, successful long- 
term investment increases that total wealth. This productivity 
of investment is so well recognized by economists that it needs 
no further argument here. What is not so well recognized is the 
relationship which exists between the productivity of the invest- 
ment and the usefulness of such service enterprises as facilitate 
that type of investment. 

Although the profit which accrues to long-term investors from 
the productivity of capital itself rather than from the funds of 
any other investors is referred to here as the primary investment 
profit, or the profit from primary sources, this should not be 
interpreted as meaning that such primary profits are always the 
largest profits derived by long-term or intrinsic-value investors. 
It is possible that this primary profit may constitute only a small 
portion of total profits, especially when prices fluctuate widely, 
but it is never forgotten by long-term investors and, under any 
circumstances, it is regarded by them as more certain than other 
potential profits. They can gain this profit even if all investors 
were equally skilful whereas other profits are dependent upon a 
degree of skill superior to that of other operators. 

In so far as investors’ services may be able to increase the 
productivity of capital by facilitating investment upon intrinsic- 
value principles, they will be adding something to the wealth of 
society. Their clients should benefit most from that increased 
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wealth but the investment income of the average investor should 
also be increased. If, therefore, this class of services can increase 
the productivity of capital they should avoid the discouraging 
tendencies which beset the short-term type of services which are 
merely trying to enable some traders to play a more successful 
game against other traders. 


SECONDARY PROFITS 


In addition to the primary profits which arise out of the earn- 
ings of the capital goods themselves, long-term investors also 
derive substantial profits from less successful operators. In the 
preceding article it was seen that turn-in-the-market operators do 
not seem to have an even chance to hold their own against their 
long-term competitors. The fundamental reason is that traders 
buy even when prices are above intrinsic values if they believe 
that they will rise still higher before declining, and they sell even 
when prices are below intrinsic values if they expect further mar- 
ket weakness. In short, they disregard the important economic 
principle that prices tend, over a period of time, to readjust them- 
selves to a level consistent with a capitalization of earning power. 
Such disregard of this important principle by short-term traders 
presents long-term investors with favorable opportunities to buy 
securities at very attractive prices and to sell them at high prices. 

The influence of long-term investors is felt in almost every 
fluctuation of prices unless it be the very small ones. Trading 
cycles which are considered by most long-term investors to be too 
small to warrant both purchase and sale may, at their lower 
levels, attract a limited number of intrinsic-value operators to 
think that stock is “cheap”’ in relation to “value” and they may, 
at their upper levels, cause other long-term investors to part with 
stock. Even such trading cycles, therefore, which are not pre- 
dicted and are not considered of sufficient importance to the long- 
term investor to warrant a complete in-and-out operation, do 
afford opportunities for a gradual flow of funds from unsuccessful 
short-term traders to more successful long-term investors. 

On the other hand, the major cyclical fluctuations of the stock 
market are often regarded by long-term operators as presenting 
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opportunities for profitable purchases near their lower levels and 
for profitable sales near their higher levels. No precise definition 
of the size of such a movement can ever be given because sone 
long-term investors will regard a particular fluctuation as present- 
ing such opportunities at both extremities whereas other inves- 
tors will regard it as a trading cycle, presenting an opportunity 
for either purchase or sale on intrinsic-value principles, but not 
for both. For instance, even at the zenith of the 1929 boom some 
long-term investors were retaining certain stocks because they 
believed that even those prices were below the intrinsic value or 
a reasonable capitalization of the earning power of their par- 
ticular issues. And even at the extreme low levels of 1932, almost 
every investor could point to particular stocks which he regarded 
as overpriced on the market. Many investors of this class regard 
certain stocks as being entirely worthless, and consider any price 
too high for them. 

It must be recognized, however, that any profits which long- 
term investors gain from buying securities “cheap” and selling 
them “‘dear” are derived from the funds of other less successful 
operators. Such buying and selling of securities does not directly 
increase wealth. In so far as investors’ services facilitate this end 
and no other, it must be expected that they will be subject to 
some of the limitations which were found to apply to enterprises 
which facilitate turn-in-the-market objectives. 

However, the differences between the two types of service are 
more important than the similarities. In the first place, long-term 
investors may make such gains from short-term traders without 
relying upon any specific price forecast of the type which the 
latter regard as essential. Whether the long-term method of oper- 
ation requires any forecast at all depends upon the precise defini- 
tion of forecasting. All that is necessary to this method is that 
the operator be able to recognize ‘‘cheapness” and “‘dearness’’ of 
securities when such conditions exist. In order to do so the opera- 
tor must conceive of these two conditions as relationships which 
exist between current prices and some other standard of value or 
worth. Many investors and a number of services employ the con- 
cept of intrinsic value as such a standard, and define it as a 
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reasonable capitalization of earning power. In order to know the 
earning power of a security, however, one must know something 
about the future. He may not forecast the exact earnings for any 
particular future period but he must, at least, know something 
about the normal or the equilibrium about which earnings may 
be expected to fluctuate. This knowledge may be conceived as a 


__ long-term or a general forecast, or it may be thought of as knowl- 
edge pertaining to those present attributes of the thing itself which 


are enduring in their nature. It is immaterial whether a service 
express such information as a present fact or as a forecast. The 
important point is that such information enables investors to 
recognize “‘cheapness’”’ and “dearness” of securities when those 
conditions exist, and thus it enables investors to reap handsome 
profits from short-term traders whenever the enthusiasm or the 
gloom of the latter causes them to bid stocks up to extremely high 
levels, or to dump them on the market at extremely low levels. 

Some investors and some services do not employ the concept of 
intrinsic value for this purpose but use some other idea by which 
to recognize ‘‘cheapness” and “dearness.”” They may conceive of 
these conditions as relationships between current prices and the 
“normal” price level. Such a “normal” concept was used, at one 
time, by the Brookmire service. Babson, on the other hand, em- 
ploys a concept which he expresses statistically in his X-Y line. 
These and similar concepts, like Marshall’s concept of long-term 
equilibrium, are instruments by which one may recognize “cheap- 
ness” and “‘dearness,”’ or “depression” and “‘inflation’’ when they 
exist. Only the recognition of these conditions is necessary to the 
long-term method of operation, although such recognition does 
imply certain general knowledge concerning the future, whether 
it is expressed or conceived as a forecast or as an attribute of the 
present. 


DECLINING TENDENCY OF SECONDARY PROFITS 


In the preceding article it was seen that market fluctuations 
present opportunities for individual traders to profit at the ex- 
pense of other traders, but they do not present opportunities for 
the public to enrich itself because exchanging stocks among one 
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another does not increase wealth. Assuming that the clientele of 
any service may have advance knowledge of any market fluc- 
tuation, and assuming that this clientele may attempt to buy at 
the bottom of that movement and to sell at the top, the profit to 
the average member of the clientele will be limited, in part, by the 
size of the clientele itself, especially in relation to the size of the 
body of less skilful traders from whom profits are being obtained 
(both measured by the amount of funds employed). The larger 
the clientele in relation to the group of less skilful traders, the 
smaller is the potential profit to the average client. 

This principle applies in substantially the same manner to the 
secondary profit derived by the clients of any long-term investors’ 
service. The greater the buying power of the clientele in relation 
to that of less successful operators, the smaller will be the sec- 
ondary profit to the average member of that clientele. 

When the price of a stock is recognized by a service to be sub- 
stantially lower than the value of that stock as indicated by its 
earning power, that service may advise its clients to buy, or it 
may issue a long-term forecast to the effect that the stock will 
eventually rise. In either case, the clientele of that service may 
buy the stock. Such purchases will tend to advance the price. 
The larger the clientele, the larger number of purchase orders may 
be expected and the greater effect these purchases will tend to 
have upon the market. 

The average client probably will not be able to buy at the price 
which existed when the forecast or advice was issued. When the 
purchase order of the average client is executed the price may 
already have advanced several points. The number of points will 
depend, in part, upon the size of the clientele and the nature of 
the market, which includes the attitude of other operators toward 
the same stock. Obviously, orders to buy ten thousand shares of 
United States Steel common at the market will have less effect 
upon the price than would orders to buy an equal number of 
shares of some company which has a smaller number of shares 
outstanding and a smaller number actively traded from day to 
day. Making allowance.for such differences in the condition of 
the market for different stocks, however, one must expect that 











Seether ts ett Alt nase Rael lads = 


oo ae 


tite te sola. 








a Ela aN tae, Pal, Bet A hie it nia tt 


aa 


~ 


re SO ERR Sod 








— 


a os 











INVESTORS’ SERVICES 31 


the larger the body of investors who are trying to follow the fore- 
casts or recommendations of any service, the greater will be the 
discrepancy between the price at the time the recommendation is 
issued and that at which the purchase order of the average client 
will be executed. 

Eventually, the price of the stock may tend to readjust itself 
to intrinsic value, as estimated by the service. In fact, the price 
may continue rising until it overshoots this equilibrium level. 
(Such an assumption seems to be necessary to the forecasting 
theory developed by Roger W. Babson.) When a long-term serv- 
ice believes the stock to have become overpriced on the market 
it may advise sale or predict that sooner or later the market will 
recede from existing levels. On such recommendation the clients 
of the service may wish to sell. 

Again at the upper extreme, the market will tend to be affected 
by the sales of stock by the clientele itself. The price realized by 
the average client will probably fall short of the price which 
existed at the time the recommendation was issued. The larger 
the clientele, the greater may be the discrepancy between the 
price at the time of the release by the service and that which will 
be realized by the average client. 

It should be obvious, therefore, that the secondary profit real- 
ized by the average client on each purchase and sale transaction 
may tend to decline as the clientele of the service increases in size 
and in buying power. In other words, the potential secondary 
profit of the average client of a long-term investors’ service may 
tend, within certain limits, to decline as the size of the clientele 
of that service increases. 


LIMITS OF DECLINING TENDENCY 


This declining tendency of secondary profits differs, however, 
in one important characteristic from the declining tendency of 
total potential profits to the average client of any short-term 
traders’ service. In the case of the traders’ service it has been 
observed that all profit to the average client may be replaced 
with a loss when the clientele becomes too large, even though 
each forecast of the service seemed “perfect” if judged by the 
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subsequent performance of the market. But in the case of the 
secondary profit of the average long-term operator, the declining 
tendency may extend toward zero but no conceivable increase in 
clientele would replace the profit with a loss if the service is 
assumed to be successful in estimating intrinsic values or fore- 
casting future earnings or determining the equilibrium about 
which prices will tend to fluctuate. 

The limit to the declining tendency of secondary profits would 
seem to be just enough profit to justify trading. This limit would 
not be reached until all the operators in the market became fol- 
lowers of the same successful service or of other services which 
were equally successful or until they became equally skilful them- 
selves in determining the current intrinsic values of securities and 
in projecting them into the future in one form or another. There 
would seem to be no absolute limit to the distance into the future 
that investors and service enterprises might try to predict earn- 
ings, but there will be a practical limit. Also there will be a practi- 
cal limit to the amount of skill which may be attainable in this 
respect. But even if one assumed that all operators were equally 
skilful in estimating intrinsic values and in projecting them into 
the future, the limit to the declining tendency of secondary 
profits would be reached when the price of a stock were adjusted 
to approximately the level of intrinsic values. Beyond that point 
there would be no incentive for any long-term operator to buy or 
sell except as he might need to withdraw funds from the market 
or as he might have new funds to invest. The action of long-term 
investors would tend to cause the market to adjust itself to the 
level of intrinsic values, but it would not cause it to overshoot 
that level because there would be no incentive for such operators 
to sell more stock after the price had fallen to that level or to buy 
more stock after the price had risen to that level. 

In other words, the effect of an increase in clientele of a skilful 
long-term investors’ service may be to produce a tendency toward 
the reduction of the secondary profits of the most fortunate long- 
term operator, but such profit would not be wiped out unless all 
investors assumed the long-term point of view and came to a 
virtual agreement upon the intrinsic values of all securities, and 
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even under that assumption, it would not be replaced by a loss to 
anyone. Even if one assumes that this state of affairs may ever 
exist, which is an enormous assumption, trading would merely be 
reduced to a minimum as the market became inactive around the 
level of intrinsic values. 


ABSENCE OF INJURIOUS REPERCUSSIONS 


Since no conceivable amount of increase of the clientele of a 
long-term investors’ service will produce loss to any of its clients, 
if the service is successful in determining intrinsic values, there 
will be no tendency toward repercussions of the nature which was 
described in the discussion of traders’ services. It will be remem- 
bered that such repercussions arise when traders believe that the 
profit to the average follower of the recommendations has de- 
clined to a point which is so low (probably a minus quantity) that 
the operator has a better chance of profit by departing from the 
recommendations and trading in some other manner. Such a 
point can never be reached in the case of long-term services. 

No conceivable amount of increase in the clientele of a service 
can do more than reduce the secondary profit to a minimum. It 
will not be converted into a loss and the primary profit will not be 
impaired. Therefore, assuming skill on the part of the service in 
determining intrinsic values, the most profitable course for each 
investor will always be to buy stocks which are offered below that 
level and to sell those which may be priced above it. There will be 
no conceivable manner for the long-term operator to make more 
by trading contrary to the advice of the service. The operator 
who might try to do so would lose upon every transaction. 


TENDENCY TOWARD STABILITY 


Because of the absence of injurious repercussions when a serv- 
ice of this class acquires a large clientele, its clientele will prob- 
ably tend to increase as its skill increases. And, as its clientele 
increases, its influence upon the market will tend to become more 
important. This influence produced by each individual enterprise 
is a tendency for the market to adjust itself to the service’s esti- 
mate of intrinsic values. Although the estimates of various enter- 
prises will differ considerably, each enterprise will tend to in- 
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fluence the market in the direction of its estimate of intrinsic 
values. And since the services which have proved themselves to 
be most successful in determination of such values will probably 
gain the largest number of clients, they will gain the greatest 
influence upon the market, and this influence will be in the direc- 
tion of the estimates which are probably the most nearly correct. 

It is too much to expect that the market will ever be dominated 
by long-term investors who are clients of services which are able 
to determine intrinsic values accurately, but it is constructive to 
recognize that the net effect of all the tendencies produced by 
enterprises of this class will be a general tendency toward market 
stability at or near the level which represents a reasonable capital- 
ization of earning power by those services which have been most 
successful and have thus acquired the largest clienteles. As serv- 
ices of this class become better recognized and more skilful it 
seems reasonable to expect that they will exert a noticeable effect 
on the market in the way of reducing the size of cyclical move- 
ments. 

One of the reasons why the stabilizing tendency of this class of 
services has not been more easily noticed in the past is that the 
same generation which has witnessed the greatest development of 
services of this type has also witnessed the great development of 
services of the short-term class which produce market fluctuations 
instead of tending to stabilize the market. Even some of the lead- 
ing service enterprises, such as Standard Statistics, publish sev- 
eral different service organs, some of which are designed to aid 
long-term investors and others to aid short-term traders. While 
the one type of service was exerting a tendency toward stability, 
the other was tending to produce fluctuation. 


POSSIBLE EFFECTS ON PRIMARY PROFITS 

There are several ways in which skilful service enterprises 

which are imbued with the long-term point of view seem to set 

in motion forces which tend to increase the primary investment 

profit. In other words, there seem to be several possibilities for 

such services to increase the wealth of the investing public as well 
as that of their clients. 
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By assisting their clients to predict the future income which 
will be derived from respective securities or to determine the 
intrinsic values of securities, service enterprises tend to facilitate 
the direction of savings into the most productive industries and 
into the most promising companies. They tend to direct it away 
from industries which are already overbuilt and away from com- 
panies which seem to be poorly managed or which seem, for any 
reason, to possess unfavorable prospects. Such direction of cap- 
ital to the uses which appear to be most productive should tend 
to increase the average earnings of capital to the investing public. 

For a number of illustrations of this principle one may look 
over the records of corporations which have failed. If services 
could have predicted with a reasonable degree of accuracy the 
earning power of any of those corporations before investors ap- 
propriated their funds to those respective purposes, the services 
would have prevented some of the losses to investors. Any such 
losses avoided would tend to raise the average rate of earnings 
upon all savings appropriated to investment purposes. 

Furthermore, in so far as services imbued with the long- 
term point of view may assist investors to recognize when the 
market, in general, is too high or too low in relation to the pros- 
pects of industry, they will tend to forewarn industry of coming 
fluctuations.® And to the extent that services may assist investors 
to appropriate new funds to capital uses at the stage of the major 
cycles in which those funds will buy the largest amounts of 
capital goods, they will also tend to stabilize industry and will 
thus tend to increase the earnings of industry and to benefit 
society. 

Therefore, to the extent that long-term investors’ services may 
assist investors to determine intrinsic values, to forecast future 
earnings, or to foresee the major cyclical fluctuations of either 
the stock market or of industry, they will not only benefit their 
clients but will tend to benefit society. In other words, all invest- 
ment counselors and other long-term service enterprises which 
succeed in producing profits for their own clients necessarily tend 


6 Cf. William Peter Hamilton, The Stock Market Barometer (New York: Harper 
& Bros., 1922). 
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to benefit society as well. This is in direct contrast to the adverse 
tendencies set in motion by short-term operators’ services which, 
we have seen, tend to injure other members of society by amounts 
greater than the benefits gained by the most fortunate operators. 


FACTUAL SERVICES 

Since services of the long-term type seem to be free from the 
most serious limitations which beset traders’ services, it seems 
proper to elaborate slightly upon the respective forms of service 
which fall within the long-term class. Special consideration is 
given to the possibilities for making all existing services even 
more useful than they may be at present. 

The scope of factual information which is now offered to the 
investing public by well-known services is extensive, and this 
information is highly useful; but many large investors, especially 
institutional investors, find it necessary to go beyond such infor- 
mation for data which they consider necessary to prudent invest- 
ment. Even such institutions as confine their investments to high- 
grade bonds often employ their own representatives to make de- 
tailed investigations of the affairs of a corporation or municipality 
before buying its bonds, and from time to time thereafter. Most 
of these investors already subscribe to several of the best-known 
factual services and, according to the reports received by the 
present writer, they are fairly well pleased with the factual infor- 
mation contained in such services as Moody’s, Standard Statis- 
tics, etc. Such enterprises have received particular praise for their 
accuracy in compiling the information which they publish. The 
principal reason, therefore, for investors making direct investiga- 
tions of debtor companies and municipalities is not that investors 
question the accuracy of published information. It is rather that 
they feel the need for much more information than can be ob- 
tained in published sources. 

For instance, services publish financial statements without 
much detail. The balance sheet of a corporation may show real 
estate at a certain figure less a certain amount of depreciation (or 
it may merely show the net amount after depreciation), but the 
service seldom states the depreciation policy or the formula by 
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which the depreciation has been determined by the company’s ac- 
countants. Although a brief description of the property is pub- 
lished, the conservative investor wants much more information 
about the property. He wants to know the age of buildings, their 
state of repair and probable life, their probable quick-sale value, 
and perhaps the amount which it would cost to replace them un- 
der current conditions. With such information the investor may 
; be able to detect that one corporation has much more conserva- 
tively evaluated its properties on its financial statements than 
another debtor who’s bonds may be selling in the same price class. 

Or to use another illustration: The services usually publish the 
names of the principal officers of a corporation but they seldom 
publish much additional information about them. Through credit 
| bureaus investors may be able to obtain, at some cost, a limited 
; amount of additional information pertaining to the integrity of 
1 these executives. But even then conservative investors often 
want much more detailed information about these men before 
entrusting to them institutional funds or life savings. The inves- 
tor must rely upon the efficiency as well as the integrity of the 
personnel of debtor corporations and municipalities. 

If stocks are to be included in a portfolio the investor has even 
greater need for detailed and reliable facts concerning the enter- 
prise in which he invests. The more information he can obtain 
concerning its business, especially in relation to competitive con- 
ditions, the more intelligently and safely he can invest his money. 
In practice, however, the average stock buyer is not as well in- 
formed on the affairs of the company in which he invests as is the 
average institutional buyer of its bonds. 

The difficulty of obtaining adequate information pertaining to 
stocks, especially, has caused many investors to assume the short- 
term trading attitude who would otherwise be long-term inves- 
tors. They have been led to believe that detailed information in 
regard to a company is unnecessary if the investor stands ready 
to sell upon the first signs of danger. He fails to recognize that 
danger signals may already be apparent to the best-informed 
investors, and if he buys without thorough investigation he may 
be accepting the stock which better-informed investors are anxi- 
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ous to dispose of. When he, in turn, sees the danger and wishes to 
sell he will be able to receive no more for the stock than others 
are willing to pay who have equally as good an opportunity to see 
the danger. That such a shortsighted type of investment is not 
likely to produce profits commensurate with the risks involved 
was pointed out in the preceding article. 

The investing public is, therefore, faced with the gigantic prob- 
lem of finding the necessary information pertaining to all the 
enterprises which are to be publicly financed. It is inconceivable 
that any investor can obtain the information which is required for 
prudent investment in a diversified list of securities without the 
aid of service enterprises, unless he confines his investment to his 
local community—a policy which would deprive him of the ad- 
vantages of geographical diversification. Service enterprises have 
an opportunity to supply the necessary information for intelligent 
long-term investment, and it is to them that investors of the 
future will look for such data. 


FORECASTING SERVICES 

Many investors have admitted that factual information is im- 
portant but they doubt that forecasting services are likely to 
benefit them. This skepticism has arisen, in no small measure, 
from the fact that those investment-forecasting services which 
have been most widely advertised and have gained the greatest 
notice have engaged either exclusively or largely in short-term 
forecasting; and since that type of forecasting has not proved 
successful, the inference is readily drawn that investment fore- 
casting is a failure. A little thought, however, should convince 
any skeptic that there is an abundance of evidence all about us 
indicating the practical success of long-term investment forecast- 
ing. 
Without predicting business profits, no business man would be 
justified in undertaking any business venture. Without forecast- 
ing the probable future income which will be derived from invest- 
ing resources in some enterprise, there would never be any justi- 
fication for the appropriation of funds to productive capital pur- 
poses. Of course such necessary forecasts are not predictions of 
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the short-term type; they are not even specific; all that is neces- 
sary is that one recognize that the earnings from capital invested 
in a certain manner are likely to be above that level which is just 
sufficient to justify the appropriation. Such forecasts are general, 
long-term predictions. Unless the degree of success in such invest- 
ment forecasting is much higher than could be accounted for by 
the incidence of chance, investment losses would greatly exceed 
gains because there is certainly an infinite number of ways in 
which one might squander and lose his resources compared with 
a limited number of ways in which he can appropriate them to 
productive purposes. The historical periods in which the net in- 
vestment gains made by society at large were the greatest, must 
be the periods in which the average degree of success of invest- 
ment forecasting was the highest. The industrial progress of a 
country is an objective indication of the success of its people 
in long-term or true investment forecasting. 

Undoubtedly the most important types of investment forecasts 
are those which pertain directly to the future income (dividends 
and interest) which may be expected by the owner of stocks and 
bonds. When long-term price forecasts are based upon such pre- 
dictions they become almost as important as the predictions 
which pertain directly to earning power. Predictions pertaining 
to the rate of business activity and the prospects for business 
profits, either in respective industries or in general, assist business 
men to so manage their affairs as to increase earnings—the pri- 
mary source of investment income. Forecasts pertaining to com- 
modity price levels seem also to be quite important, especially in 
the bearing which they have upon prospects for business pros- 
perity. 

However, the scope of investment forecasting extends far be- 
yond the types which are commonly found in service publications. 
Many forecasts having investment significance may be found in 
unexpected places. Jevons and others have suggested seeking 
such forecasts in the study of sun spots. They may also be found 
in scientific journals of all kinds. Industrial enterprises often em- 
ploy scientists in their laboratories to seek scientific information 
which may be useful for business and investment purposes. Any 
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bit of such information which can be made useful to industry or 
to investors can be expressed in the form of an investment fore- 
cast of the long-term or general type. Hence, for one to challenge 
the possibility of scientific investment forecasting is to challenge 
the possibility of science itself. The limits of the possibilities of 
useful investment forecasts are the limits of scientific information 
upon such subject matter as may, conceivably, have some bearing 
upon the economic affairs of man. To argue that such forecasting 
is impossible is to argue the impossibility of science, industry, and 
even civilization itself; to argue that such forecasts defeat them- 
selves when made available to the public by service enterprises is 
to argue that industry defeats itself when it is recognized by the 
public.’ 
COUNSELOR SERVICES 

The majority of investors recognize the rich opportunities of 
factual services to render valuable aid to investors; a smaller num- 
ber recognize the possibility of valuable investment forecasting; 
but in regard to investment counsel or advice the attitude of the 
general public seems to be expressed in the trite quotation, “Seek 
facts diligently, but advice never.’’ But the need of the public for 
sound investment advice seems to the writer to be equally as great 
as for either facts or forecasts. 

Industry has become almost inconceivably complex, especially 
in the last fifty or seventy-five years. If factual and forecasting 
services were to furnish investors with a body of information and 
of long-term forecast concerning all investment securities similar 
in completeness and detail to that which investors a few genera- 
tions ago demanded in regard to their investments, then factual 
and forecasting services would become so complex that no unaided 
investor could read and comprehend all the available information 
relevant to the management of a diversified portfolio. In other 
words, there is a human limit to the amount of factual and fore- 
casting material which any investor may digest and use intel- 
ligently. Many large investors have already obtained even more 


7Contrast Oskar Morgenstern, Wirtschaftsprognose (Wien: Julius Springer, 
1928). 
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information than they can use to good advantage. As even more 
valuable information is made available to investors, the proper 
use of this information will require more and more time and skill 
on the part of the investor. 

Many intelligent investors have already recognized this fact. 
Some of them have turned to investment counselors for assist- 
ance. Others, including many institutional investors, have em- 
ployed staffs of experienced security analysts and investment 
experts as the only intelligent alternative to that of patronizing 
professional investment counselors. Since the latter, however, 
make their services available to more than one client, the cost to 
each investor is only a fraction of what it would be if he employed 
his own staff of advisers to assist him. If his objective were a 
short-term objective, then advice pertaining thereto would tend 
to defeat itself when made available to other investors; but if the 
investor’s objectives are of the long-term investment type, then 
the release by the counselor of equally good advice to other inves- 
tors will merely tend to stabilize both the stock market and in- 
dustry. While it may tend to reduce the secondary profit of the 
most fortunate investor it will not tend to convert that profit into 
a loss, and it will tend to increase the primary profits of the 
average investor as well as those of the most successful investor. 

The most important types of investment advice seem to be 
those which pertain directly to the three following portions of the 
investor’s task: first, investment planning, which includes analy- 
sis of his special requirements, determination of reasonable objec- 
tives which are consistent with his needs, and selection of an 
investment policy which is well suited to the attainment of those 
objectives; second, investment research, which includes analysis 
of factual data and available forecasts for the purpose of selection 
of particular security issues consistent with the investment policy 
which has been determined; and, third, execution of the whole 
program in a manner consistent with the predetermined policy 
and with the results of investment research, and also consistent 
with current developments as they occur from time to time. The 
latter function of advice is particular'y important because it in- 
volves advising the investor to act when circumstances require 
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action, and advising him to refrain from rash action on the im- 
pulse of the moment at times when overenthusiasm or pessimism 
might impair his judgment. Therefore, this function of advice 
should be particularly beneficial to society in tending to amelio- 
rate cyclical fluctuations of both the stock market and of industry. 


SUMMARY 

The distinction which has been developed herein between 
short-term or turn-in-the-market types of service, which seem 
futile, and long-term or intrinsic-value types of service, which 
appear useful, is believed to be the first precise statement of a 
logically tenable distinction between that which seems hopeless 
in the service field and that which shows encouraging possibilities. 
Many experienced investors may have felt this distinction, in a 
general way, as indicated by their behavior even more than by 
their words, but all attempts which have been found to state it 
scientifically seem unsatisfactory. The commonest such attempt 
seems to have been to try to distinguish factual services from 
forecasting services, but the present study shows that both factual 
and forecasting forms of service are useful when applied to long- 
term objectives and are equally futile when applied to short-term 
objectives. The nearest approach which has been found in the 
literature to the distinction which has been here developed is that 
drawn by Dow between two types of trading. However, he never 
summarized his philosophy or attempted to show what signifi- 
cance his distinction might have upon services. Since his death it 
has been almost forgotten. 

The present analysis of the situation from the point of view of 
the clientele of the investors’ services is believed to disclose the 
true nature of the unsoundness of the short-term point of view as 
an investment policy. Short-term objectives are unsound for the 
investing public because they are not attainable by the average 
investor, and never can be. Although some skilful traders may 
gain such profits from less skilful traders, no conceivable increase 
in the average skill of the investing public can enable that public 
to enrich itself by seeking such profits from itself. Hence, service 
enterprises which adopt this short-term point of view can never 
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hope to enrich the public, and any apparent degree of success in 
enabling their clients to profit from others will tend to defeat itself 
in the course of time. 

Perhaps the broadest scientific significance of this study lies in 
its bearing upon the question of the nature of scientific economic 
forecasting. Various writers such as Morgenstern, Cowles, Gra- 
ham and Dodd, and others, who have conceived of useful eco- 
nomic forecasts as definite predictions of the occurrence of par- 
ticular events at certain times and places, have been inclined to 
pronounce economic forecasting as unscientific and unreliable. 
They have presented much evidence tending to show the impos- 
sibility of such forecasting, and the first portion of this study 
tends to confirm some of their findings in regard to such specific 
prediction, especially when it is applied to the stock market. 

Certain others, including William Wallace and an enormous 
number of business men and investors, have conceived of eco- 
nomic forecasting as something broader and more general in its 
nature. With such concepts of forecasting they have regarded it 
as indispensable to business and investment and they have recog- 
nized many evidences of success in such predictions. This study 
seems to confirm their confidence in the possibility of successful 
economic forecasting as they appear to have conceived it, al- 
though most of them have not attempted to define it precisely. 

In the light of this study scientific economic forecasting seems 
to consist in the statement of that which may be known concern- 
ing the future, much or little as it may be, after study of the 
enduring or recurring qualities of things, and the enduring or 
recurring forces or tendencies which affect economic events. It 
does not consist in predicting the occurrence of particular events 
at certain times and places, because particular economic events 
may be affected, to some extent, by unknown forces as well as by 
known forces or tendencies. In short, scientific forecasting might 
be defined as the search for knowledge pertaining to the future 
and the statement of that which is known concerning the future 
in such general or qualified terms as to avoid embracing some- 
thing which is not known. 











MEASURING THE DILUTION EFFECT OF 
CONVERTIBLE SECURITIES 


HARRY G. GUTHMANN' 


FEATURE of the stock market in recent months has been 
the reappearance of convertible issues in the financing 
of leading corporations. This factor has complicated the 

market outlook for certain common stocks because conversion 
may make such major changes in the capital structure as to alter 
greatly the profit expansion potentialities of the corporation’s 
junior security. This article will show a simple graphic method 
whereby the earnings record of the company can be studied in 
the light of the possible capital structure that will result from 
conversion of prior securities into common stock. Two stock mar- 
ket leaders, New York Central and Goodyear, provide illustra- 
tions. The former has, during the current year, effected the con- 
version of a major bond issue; the latter, it had appeared likely, 
would see the greater part of its preferred stock converted into 
common until the current reaction in the stock and rubber mar- 
kets threatened disappointing earnings and dividends for the last 
half of 1937 as compared with earlier performance. Other promi- 
nent companies with convertible issues of sufficient size to make 
this method of interest are: American Rolling Mills, Great North- 
ern Railway, Pure Oil, Remington Rand, and Republic Steel. 
Before passing to cases it should be noted that the term “‘dilu- 
tion” is used here in relation to income—the aspect more im- 
portant to investors—rather than in relation to asset values. Very 
often dilution is described as the process whereby the net assets 
per share are reduced by the conversion of prior securities. Such 
reduction follows where the par value of the converted security 
is less than book value of the stock for which it is exchanged.’ 


* Dr. Guthmann is professor of finance at Northwestern University School of 


Commerce in Evanston, IIl. 
? Only the usual situation of conversion into common stock is considered in this 


article. 
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This concept leads the unwary to expect conversions when the 
market value of the stock reaches the so-called conversion ratio, 
and sometimes the statement is made that the conversions at this 
point will cause the market for the stock to find a restraining 
ceiling at this level. (Thus, where a bond is convertible into com- 
mon stock at 50, that is, $50 of par value in bonds for one share 
of stock, it is expected that conversions will begin when the mar- 
ket reaches that point.) Actually, income and stock market fac- 
tors are more important in bringing about conversion so that the 
act may take place at a much higher level. 

Conversion occurs most generally when the dividends (or other 
valuable rights) from the common stock are sufficiently greater 
than the income received by the owner of the convertible security 
to compensate for the greater risk, and provided the stock can 
be acquired more cheaply by conversion than by a sale of the 
convertible security and a purchase of the stock with the proceeds 
in the open market. In some situations, it is true, conversion may 
occur where income cannot be advantageously increased. The 
holder of a convertible security should convert if he would other- 
wise suffer a loss of market value (1) through a change in the 
conversion ratio to a less attractive basis, or (2) the expiration 
of the privilege because of maturity, redemption, or the termina- 
tion of the conversion period. It is also possible, though unusual, 
that the market price of a convertible bond may fall below the 
figure justified by the market price of the stock into which it is 
convertible, in which case arbitragers would hasten to bid for 
the undervalued bonds in order to convert and sell the resulting 
stock for profit.’ 

Since earnings and dividends are the primary concern of the 
investor and the chief clue to market action, this study of the 
income dilution aspect of conversion emphasizes the important 
angle of the subject. New York Central and Goodyear provide 
two case studies of very general interest. 


3 For a fuller discussion of conversion see R. E. Badger and H. G. Guthmann, 
Investment Principles and Practices (New York: Prentice-Hall, Inc., 1936), pp. 
216-19. Arbitrage is more fully and accurately described in S. S. Huebner, The 
Stock Market (rev. ed.; New York: D. Appleton—Century Co., 1934), chap. vii, esp. 
pp. 118-20. 
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Figure 1 shows the earnings of the New York Central Railroad 
Company as vertical bars for the years 1929-36, all depression 
years save the first. Earnings for earlier years are omitted partly 
because they do not reflect the very important leases of the 
Michigan Central and the Big Four, and partly because the years 
charted show the maximum earnings range likely to be of any 
practical concern. However, the interested reader can note the 
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Fic. 1.—New York Central earnings under old and new capital structures 


comparative fluctuations of earnings in the earlier years from the 
following indices compared with 1926 as too per cent, and with- 
out giving any effect to the leases made in 1930. In the chart 
the 1929 earnings have been adjusted to give effect to these leases 
for the sake of comparison with the years that follow. 


1924 1925 1926 1927 1928 1929 
88 92 100): 103 04 «+121 


The earnings figures charted in Figure 1 are the amounts re- 
ported as available for interest and dividends, after deducting 
all taxes, including income taxes. The legend on the right shows 
the extent to which fixed charges and earnings per share of com- 
mon were covered by the earnings at different levels under the 
old capital structure, that is, under the setup which existed at 
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the end of 1936. This structure was substantially the same 
throughout the period charted, and consisted of a funded debt of 
$682,000,000 with interest charges of $30,200,000 and total fixed 
charges, including rentals for leased road, of $57,100,000 together 
with a capital stock of 4,993,000 shares. (In 1934 the $100 par 
value was changed to no par, which made it available for con- 
version purposes at $40.) In 1937 a redemption notice forced the 
conversion of $59,000,000 of secured 6’s of 1944 into common 
stock at 40, increasing the outstanding shares from slightly under 
5,000,000 to almost 6,500,000. The net result was to save $3,500,- 
000 interest charges and increase the stock outstanding by about 
30 per cent. The effect of this major operation is reflected in the 
legend on the left-hand side of the figure. Fixed charges were re- 
duced and the amount of earnings required to show one dollar of 
earnings per share expanded from slightly under $5,000,000 to 
approximately $6,500,000. 

The dilution of the per-share earning-power is graphically 
shown by a comparison of the left- and right-hand scales. So 
long as the earnings are under the $2.40 level on the new struc- 
ture, that is, an amount equal to 6 per cent of $40 of the former 
bonds now eliminated, the earnings are slightly higher per share 
than before, but with earnings above that level the figure is less. 
Thus, at the 1930 level of earnings the new stock would show 
about $6.30 as against $7.50 for the old stock; at the 1929 level 
the new stock would show $12.60 as against $15.70 under the 
old capital structure. 

The reason for this dilution of per-share earnings is easier to 
understand when we realize that the conversion privilege gave 
the bondholders an opportunity to acquire stock for 40 that had 
sold for from 160 to 256 in 1929, had a book value of $148 at the 
time the bonds were issued, had paid dividends of $8.00 per year 
in 1928-30, and had earned $8.49 on the average during the ten 
years prior to issuance. Should the pessimism now current about 
the railroads prove justified, this glowing picture of the conver- 
tible feature will be more than offset and the apparent generosity 
of this railroad’s management seem less spendthrift. 

If a chart of the further effect of this year’s issue of $41,097,000 
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of 3}’s of 1952, convertible into common at $60 per share until 
1947, is desired, another scale can be inserted on the margin show- 
ing fixed charges reduced by $1,336,000 and the amount required 
to show one dollar per share expanded to $7,157,000. At this 
figure the 1930 earnings would represent about $5.90 per share; 
the 1929 earnings about $11.60. (Where such scales are shown 
against earnings bars on ordinary cross-section charting paper, 
the reader can estimate the earnings for the new capital structure 
with substantial accuracy.) 
TABLE 1 
AMOUNTS AVAILABLE FOR FIXED CHARGES 
(Thousands of Dollars) 











—_ New York Goodyear 
Central Tire and Rubber 

Ns tow amtamea en $ 66,075 $14,310 
ai gis Sarena ice 58,486 8,897 
ce c'<acae uae Ns 51,973 8,014* 
SS didawe ResnaeN 54,207 7,846* 
Eee 41,717 3,168 
ee ee eee 61,045 9,953 
BQGO.. esse ee eees 94,430 14,799° 
eee 135,491T 25 ,003f 











* Before certain unusual profit-and-loss items arising from foreign 
exchange fluctuations. 

t Adjusted to include operations of Big Four, Michigan Central, 
and other lines leased February 1, 1930. 

t After deducting contingency reserve of $1,250,000. 


The earnings of the Goodyear Tire and Rubber Company for 
the eight-year period 1929-36 are shown in Figure 2. The “old” 
capital structure represented by the legend on the right shows 
the fixed charges and the dividend claim of the $5.00 convertible 
preferred, which latter was created by a readjustment plan formu- 
lated in 1936 to eliminate the unpaid accumulation on the old 
$7.00 preferred and at the same time reduce the dividend rate. 
The old $7.00 stock received one share of the new $5.00 stock 
and a third of a share of common. Although this readjustment 
was not completed until the spring of this year, the right-hand 
legend, referred to as the “old” structure, gives effect to the 
changed dividend claim and somewhat larger number of common 
shares. The ‘“‘new”’ structure arrangement, which appears in the 
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scale on the left, shows how the earnings will be apportioned if 
the entire issue of $5.00 preferred is converted into common at 
the current conversion ratio of three shares of common for one 
of preferred. The present dividend rate of fifty cents per quarter 
on the common yields more than the payment upon a third of a 
share of $5.00 preferred and so the conversion has already begun. 
It should be greatly accelerated if an extra dividend is declared 
upon the common at the end of 1937. 
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Fic. 2.—Goodyear Tire and Rubber Company earnings under old and new 
capital structures. 


The break-even point, that is, the figure at which the common 
shows the same earnings per share under both structures, is $1.67 
(one third of $5.00) per share of common, and requires earnings 
in the neighborhood of $10,200,000. Since that level of earning- 
power is more representative of depression conditions than of good 
times, the conversion privilege appears to have been a generous 
one, unless it is assumed that business recovery is to be more 
short-lived than has been generally expected. Should the current 
declines in cotton and rubber prices produce such considerable 
inventory losses as to counterbalance the brilliant earnings ad- 
vance of the first six months of 1937, and the market continue 
at such a low level as to discourage further conversion until after 
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October 1, 1938, on which date the conversion ratio changes from 
three to two and one-half, the dilution of earning-power would 
be reduced somewhat. The extent of dilution under the present 
conversion ratio can be seen from the chart in Figure 2. With 
earnings at $14,300,000, the level reached for 1936, and only 
slightly under the 1930 figure, the preconversion structure would 
have shown $4.00 per share of common stock as against $2.70 if 
the preferred is all converted. The common is more than doubled 
by the exchange, rising from slightly under 1,800,000 to over 
4,000,000 shares. 

Two precautions are suggested in the use of the graphic pro- 
cedure illustrated here. Where bonds are converted into common 
stock the interest ceases to be a deduction from taxable income 
and so strict accuracy would require that a reduction in the earn- 
ings be made for the federal income tax of 15 per cent on the 
amount of the charges that are removed. Such a correction would 
be applicable where bonds are converted into stock, as in the case 
of the New York Central, but would not be made for Goodyear 
where the convertible issue is a preferred stock. A further adjust- 
ment might also be made for the higher income-tax rate now in 
effect as compared with that levied in former years, if it is believed 
that the present high rate is more likely to continue in the future. 

These suggestions lead to the more general observation that 
the analyst who is using the past record of earnings as a guide 
to the future must always decide how far conditions will repeat 
themselves. With this idea in mind some will make further ad- 
justments for changes in depreciation policy, in “costs” other 
than income taxes, in the level of prices for products, and in the 
volume of business. Whatever the method employed for estimat- 
ing future earnings, the graphic form given here will permit a 
more vivid appreciation of the results than similar data in tabular 


form. 
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AN ECONOMIC ANALYSIS OF THE SUPREME 
COURT’S DECISIONS ON CHAIN-STORE 
TAXATION 


CHARLES F. PHILLIPS' 


N THE course of the wave of enthusiasm which has developed 
in state legislatures for placing special taxes on retailers 
carrying on business on a chain-store basis, two main types 

of chain-store discriminatory taxation have been developed. Of 
these two types a tax graduated upward with the number of 
stores operated was developed first and has been adopted by the 
greater number of states. As of January 1, 1937, such taxes were 
in existence in seventeen states. The second type, a tax gradu- 
ated upward according to sales, was first used in 1930 by Ken- 
tucky and Mississippi and, although at first it showed promise 
of becoming even more important than the first type, has not 
had much opportunity to develop because of adverse court rul- 
ings. In contrast to the Supreme Court’s ruling against a gradu- 
ated tax on sales, as early as 1931, the court upheld the constitu- 
tionality of the graduated tax on stores. 

The purpose of this article is threefold. Without developing 
the background out of which chain taxation has grown, and with- 
out analyzing the significance of such taxation,‘ an attempt 
will be made to summarize the position the Supreme Court 
has taken on the two main types of chain-store taxation. With 
this summary as a background, the validity of the argument 
upon which the majority of the court upheld chain taxes gradu- 
ated according to the number of stores will be discussed. Finally, 


Assistant professor of economics, Colgate University. 

2Cf. Chain Store Taxes (Washington, D.C.: American Retail Federation, 
1937). Thestates: Alabama, Colorado, Idaho, Indiana, Iowa, Kentucky, Louisiana, 
Maine, Maryland, Michigan, Mississippi, Montana, North Carolina, South Caro- 
lina, Texas, West Virginia, and Wisconsin. 

3 Typically, this type of tax has been combined with the first type. 

4 This has been done in C. F. Phillips, “State Discriminatory Chain Store Taxa- 
tion,” Harvard Business Review, XIV, No. 3 (1936), 349-59. 
51 
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it will be argued that, while such taxation may be based on sound 
legal reasoning, the legal reasoning cannot be used as an economic 
justification for such taxation. 


I 


In 1929 Indiana passed a law placing a license tax upon all 
retail stores within the state, the rate of the tax to be determined 
by the number of stores under one ownership. Beginning with 
a tax of $3.00 for a single store operator, the rate increased by 
steps until a chain company with over twenty stores was paying 
annually a tax of $25 per store for all stores in excess of this 
number.** When the constitutionality of this discriminatory tax 
law was contested in the district court for the southern district 
of Indiana, it was held unconstitutional. Appealed to the Su- 
preme Court of the United States, the case was decided May 18, 
1931 with a 5:4 vote reversing the lower court.5 

The opinion written by Justice Roberts setting forth the ma- 
jority view in the Jackson case is clear. The following quotation 
contains the gist of the argument: 

The principles which govern the decision of this case are well settled. 
.... The fact that a statute discriminates in favor of a certain class does 
not make it arbitrary, if the discrimination is founded upon a reasonable 
distinction. .... It is not the function of this court in cases like the present 
to consider the propriety or justness of the tax, to seek for the motives or to 
criticise the public policy which prompted the adoption of the legislation. 
Our duty is to sustain the classification adopted by the legislature if there 
are substantial differences between the occupations separately classified. 
Such differences need not be great... .. In view of the numerous distinc- 
tions above pointed out between the business of a chain store and other 
types of stores,® we cannot pronounce the classification made by the statute 
to be arbitrary and unreasonable [pp. 537-41]. 


4 In 1933 the annual tax rate was increased to $150 per store for all in excess of 
twenty stores. 

5 State Board of Tax Commissioners of the State of Indiana v. Lafayette A. Jackson, 
283 U.S. 527-53. 

6 The “numerous distinctions” referred to in this passage may be summarized 
as follows, and they are stated by Justice Roberts to be the “points of difference 
between chain stores and independently owned units” (p. 534): quantity buying; 
cash buying and the obtaining of cash discounts; skill in buying; warehousing; 
abundant supply of capital; “slightly lower prices”; greater turnover; “unified, and 
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In brief, the court was not called upon to pass on the justness 
of the tax or to inquire as to the ability of the chain to pay the 
tax. It simply held that chain organizations were substantially 
different from independently operated stores and also (because 
it upheld different rates of taxation for chains with different num- 
bers of stores) that chain organizations of one size (size being 
measured by the number of stores) were substantially different 
from chains of all other sizes. Because substantial differences ex- 
isted among independent store, small-chain, medium-size chain, 
and large chain groups (and all groups in between these four 
groups), separate classifications could be made for purposes of 
taxation.’ 

Passing over a number of other cases which are not important 
to our argument,* we come to the decision handed down by the 
court on March 11, 1935, in the Stewart Dry Goods Company 
case.’ In 1930 Kentucky had imposed a tax graduated according 
to the gross sales of stores within the state, the rate ranging 
from one-twentieth of 1 per cent on sales up to $400,000 per year 
to 1 per cent on all sales in excess of $1,000,000. This law dis- 
criminated against chain stores because in deciding on the rate 
to apply against chain sales each store was not considered as a 


therefore cheaper and better advertising”; standard forms of display, superior 
management and methods; concentration of management in special lines of goods 
handled; special accounting methods; standardization of store management, sales 
policies, and goods sold. 


7In a later decision this idea was put in these words: “... . A state may sepa- 
rately classify for taxation the conduct of a chain store, and may increase the rate 
in proportion to the increase in the number of stores . . . . , since the opportunities 
and powers of a chain operator become greater with the growth of the number of units 
maintained ....” (Great Atlantic & Pacific Tea Company v. Grosjean, decided 
May 17, 1937). (Italics mine.) 


8 These cases are as follows: Great Atlantic & Pacific Tea Co. et al. v. Maxwell, 
284 U.S. 576; Great Atlantic & Pacific Tea Co. v. Morrissett, 284 U.S. 585; Stewart 
Dry Goods Co. et al. v. Lewis, 287 U.S. 9; Louis K. Liggett Co. et al. v. Lee. 288 U.S. 
517; Fox v. Standard Oil Co. of New Jersey, 294 U.S. 87. The Liggett case is worth 
noting. It ruled that the tax based on the number of stores had to apply to all 
chains of the same size, i.e., the rate could not be more simply because units hap- 
pened to be in various counties within a state. 


9 Stewart v. Dry Goods Company et al. v. Lewis, 294 U.S. 550-80. 
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unit. By way of illustration, ten independent stores, each having 
sales of $40,000, would each be taxed at the rate of one-twentieth 
of 1 per cent. However, if these same ten stores should come 
under the control of one owner the sales would be totaled ($4,000,- 
ooo) and the rate of one-twentieth of 1 per cent applied against 
just the first $400,000 with higher rates applied to the balance, 
and with a 1 per cent rate applied to the $3,000,000 of sales in 
excess of $1,000,000. This method of computation would force 
a unit of a chain to pay a much higher rate of tax than paid by 
its independent or smaller chain competitor. 

Once again Justice Roberts wrote the opinion of the majority 
of the court, but in this case the law was held unconstitutional. 
After asking whether or not the act taxes “sales in an unequal 
arbitrary way, classifying them for the imposition of different 
rates without reference to any real or substantial distinc- 
tions..... ” Justice Roberts pointed out that the rate applied 
depended entirely upon the dollar volume of sales, and then said: 

Thus understood, the operation of the statute is unjustifiably unequa!, 
whimsical and arbitrary, as much so as would be a tax on tangible personal 
property, say cattle, stepped up in rate on each additional animal owned by 
the tax payer, or a tax on land similarly graduated according to the number 
of parcels owned. 


Perhaps even a better statement of the position of the court is 
the following, in which Justice Roberts draws his distinction be- 
tween the Jackson and Stewart cases. 

In several recent cases we sustained the classification of chain stores for 
taxation at rates higher than those applicable to single stores, and graduated 
upward on each store as the total number of units in one ownership in- 
creased. We found this classification reasonable because of advantages inci- 
dent to the conduct of multiple stores and obvious differences in chain meth- 
ods of merchandising as constrasted with those practiced in the operation 
of one store. The instant case presents a classification of quite another 
kind. The Kentucky statute ignores the form of organization and the 
method of conducting business. The taxable class is retail merchants, 
whether individuals, partnerships or corporations; those who sell in one 
store or many; those who offer but one sort of goods and those who through 
departments deal in many lines of merchandise. The law arbitrarily classi- 
fies these vendors for the imposition of a varying rate of taxation, solely by 
reference to the volume of their transactions, disregarding the absence of 
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any reasonable relation between the chosen criterion of classification and the 
privilege the enjoyment of which is said to be the subject taxed. It exacts 
from two persons different amounts for the privilege of doing exactly similar 
acts because the one has performed the act oftener than the other. We hold 
the act unconstitutional.” 


Summarizing the Jackson and Stewart decisions, we come to 
something like this. Taxes graduated according to the number 
of stores are constitutional because the operation of a number 
of stores gives the operator advantages over the independent 
merchant. Furthermore, the advantages increase in ratio to the 
number of stores so the tax rate may be graduated upward on the 
basis of the stores operated. But graduated taxes on sales are 
unconstitutional because the increase in sales of a company is 
not directly related to the advantages which a large operator 
may have over a small operator. In brief, this sounds very much 
like the (strange) doctrine that it is the number of stores in a 
chain which gives it whatever advantages it may have rather 
that the amount of its sales. In the following sections of this 
article some attention will be given to this doctrine; here let us 
note one other important decision on chain taxation. 

The most recent decision of the Supreme Court regarding chain- 
store taxation was made on May 17, 1937." This decision in- 
volved a Louisiana statute passed in 1932, and amended in 1934, 
placing a graduated license tax on chains depending upon the 
number of units operated by the chain, regardless of whether or 
not they were operated in Louisiana. To illustrate, the rate to 
be paid by the A. and P. in Louisiana did not depend upon the 
106 stores operated in that state but upon the 15,000-odd stores 
operated throughout the United States. In a 4:3 decision (Jus- 
tices Stone and VanDevanter not voting) the law was upheld. 
Actually this decision, again by Justice Roberts, was simply an 
extension of the court’s reasoning in the Jackson case. 


10 294 U.S. 565-66. 
Two cases falling between the Stewart case and the one now to be /iscussed, 
Great Atlantic & Pacific Tea Co. v. Grosjean, may be cited to make the record 
complete. They are Fox v. Gulf Refining Company, 295 U.S. 75, and Gulf Refining 
Co. v. Fox, 297 U.S. 381. 
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Without contravening the equal protection clause of the Fourteenth 
Amendment a state may separately classify for taxation the conduct of a 
chain store, and may increase the rate in proportion to the increase in the 
number of stores within the state, since the opportunities and powers of a 
chain store operator become greater with the growth of the number of 


All the stores of a retail chain contribute to the central purchasing power 
of the chain irrespective of state lines and location of stores, and increase the 
per unit multiple advantage enjoyed by the operator of the system; that the 
greater the number of units the greater the purchasing power of the chain, 
the greater the rebates and allowances, the greater the advantages in adver- 
tising, the greater the capital employed, the greater the social and economic 
consequences, and the lower the cost of distribution and overhead. ... . 

If the competitive advantages of a chain increase with the number of its 
component links, it is hard to see how these advantages cease at the state 
boundary. 


II 


We have now summarized the position of the Supreme Court 
on chain-store taxation. Taxes graduated according to sales are 
unconstitutional because the advantages of chain stores are not 
sufficiently related to sales. Taxes graduated according to stores 
are constitutional as chain advantages and the number of stores 
are related. Moreover, as the advantages coming from the addi- 
tion of units are obtained irrespective of where the units are lo- 
cated—that is, regardless of state lines—the rate of taxation may 
be based on the number of stores in a chain even though all the 
units are not in the state levying the tax. But is there any such 
relationship of chain-store advantages to the number of units 
operated as the Supreme Court maintains? 

It may be helpful in making this analysis of the relation of 
chain-store advantages to the number of units operated to divide 
the factors to be considered into two groups. The extent of cer- 
tain advantages of chain-store operation may be expressed by 
means of available statistical material. On the other hand, the 
extent of some obvious but significant chain advantages—ad- 
vantages which may vary with the number of stores operated— 
is difficult to measure with existing statistics. In this section an 
attempt will be made to consider the statistical information. The 
remaining factors will be discussed in the following section. 
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Admitting that our statistical measures of advantages are 
somewhat inadequate, four comparisons may be used in an at- 
tempt to discover the extent of the advantages of the large chain 
over the small chain: first, a comparison of operating expenses; 
second, a comparison of prices paid for merchandise; third, a 
comparison of the ability of the large chain to undersell the small 
chain; and, fourth, a comparison of the profitableness of large and 
small chains. If there is no fairly uniform and significant tendency 
for the chain with a large number of units to operate at lower 
cost than the chain with fewer units, to buy for less than the 
small chain, to undersell the small chain, or to make a greater 
profit margin, it will be maintained that there is no definite statis- 
tical indication that the number of stores operated are in propor- 
tion to advantages in retailing. 

Is there a definite relationship between operating cost of a 
chain and its number of units? In answer to this question the 
evidence gathered by the Federal Trade Commission in its Chain 
Store Investigation and by the Census Bureau are significant. In 
Table 1 is a summary, of the Commission’s findings as regards 
the relation of operating expenses and the number of stores in a 
chain. In ten fields the Commission found that operating ex- 
penses increased with the number of stores, in ten expenses de- 
creased, and in six there was no discernible trend. In Table 2 
we have classified the operating expense data gathered by the 
Bureau of the Census for 1929 on the same basis as used by the 
Commission. Here expenses tend downward as the number of 
stores increase in eight cases, the trend is upward in three cases 
and is indeterminate in six cases. It will be noted that there is 
considerable conflict between the data of Tables 1 and 2. For ex- 
ample, the Commission’s information shows grocery expenses 
tending upward with the number of stores; the Census figures 
show a downward trend. In part, such conflicts as this are a result 
of the fact that the Commission data include all operating ex- 
penses while the Census data are for stores only. But it is also a 
consequence of comparing the results of just one year against 
the results obtained by averaging a number of years. This em- 
phasizes the important fact that the relationship of operating 
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expenses to the number of stores may vary even within a field 
in different years. Taken as a whole, the foregoing data seem to 


TABLE 1* 


PERCENTAGES OF OPERATING EXPENSES TO SALES, 
ALL EIGHT YEARS COMBINED 














NuMBER OF SToRES PER CHAIN 
Kinp oF CHAIN 
2-5 6-10 | 11-25 | 26-50 | 51-100 ') on- | Soe 
500 1,000 | 1,000 
Upward 
0 eee 19.04] 17.24] 13.46] 17.86) 17.89] 18.86] 19.23] 18.74 
REE SP Pe 20.04] 20.80} 21.44] 18.18] 22.76]..... MOGI See 
Confectionery. .....| 36.55] 37-14] 40.55] 44.76] 51.05] 46.03]......]...... 
aa ..| 30.83] 28.56) 28.61] 32.51) 30.18) 34.52] 34.74]...... 
Variety ($5.00 limit).| 25.36] 23.16] 30.61] 26.93] 32.85]......]......]...... 
Variety (unlimited) .| 22.19] 20.71] 26.03] 34.85]......]......]...... eae 
Women’s _ready-to- 
ee ...| 28.44] 30.89] 32.41] 26.91] 30.97] 33.54]......]...... 
Men’s furnishings. ..| 36.15] 35.51] 38.87] 40.13]......]......|......).----- 
Dey Geeds........ Se eS gS” Se ee See ee 
Men’s and women’s 
ready-to-wear... .| 33.60] 35.68] 37.03] 43.58] 43.99]......]......]...... 
Downward 
Women’s accessories} 32.29] 33.65] 31.28] 31.35]......|......]...---)e--ee 
Hats and caps......| 40.77|..... eee SE eee a ee 
Men’s shoes........| 35.17] 33-01] 33.97] 30.44] 28.22]......]......]...... 
Women’s shoes. ... .| 35.62] 33.27] 30.41] 29.87] 29.53] 31.32]......]....-. 
Men’s and women’s 
eae 29.81] 31.93] 29.76] 28.51] 31.16] 26.67]......]...... 
Dry Goods and ap- 
parel...... RATS 25.72] 22.31] 25.27] 26.30)...... 19.16] 19.10} 19.70 
Department store...| 30.01] 28.68] 32.31] 30.05]...... $3.20) 27.981...... 
General merchandise} 18.83] 19.32] 11.34]......]......]......fe-----feee eee 
Purmitere.......... ee EE Se ees eee Sree seen 
Musical instruments] 37.21] 45.66} 34.68) 28.81]...... eee Sele ee 
Indeterminate 
Groceries and meat.} 20.00] 16.99} 18.88] 17.12] 20.02] 19.79] 21.53] 15.50 
Tobacco...... ..++] 24.04] 29.17] 28.31] 19.24] 33.30] 22.79]..... 28.41 
Variety ($1.00 limit)} 30.56] 25.15] 23.04] 25.92] 29.87] 24.70] 25.35] 27.14 
Men’s ready-to-wear| 31.96] 32.14] 33.74 an bina Sy FAAS ae 
Millinery.......... 42.45| 46.33] 46.85] 43.36] 41.54] 44.44]......]...... 
ree SE Ee eee eee ee eee 





























*F.T.C., Chain Stores: Miscellaneous Financial Results of Retail Chains (1934), p. 33- 


lend themselves to the conclusion that there is no necessary and 
consistent relationship between the number of stores and operat- ; 
ing expenses. In so far as chain advantages are reflected by op- 
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erating expenses, then, we find no reason to expect that a tax 
based on the number of stores will proportionately tax chain- 
store advantages.” 














TABLE 2* 
OPERATING EXPENSES AS A PERCENTAGE OF SALES, 1929 
NuMBER OF STORES PER CHAIN 
Kinp oF CHAIN 
Less 6-10 Im-25 26-100 50-100 asad Over 
Than 6 1,000 500 
Upward 
a eee we eee eae Fe ae 
Men’s clothing and furnish- 
ER OEY ee Bee 8 Aer See eee 
Pcweevicasesbne kes 26.5 | 27.4 | 27.4 | 26.1 | 25.5 | 28.5 |...... 
Downward 
Nr, Serre Cannes 56.00 06:8 §.....5% 13.8||| 13.6 
Combination grocery and 
DR rice <adri-n sone eae Gere eee 16.4f| 17.4 15.0 | 14.79 
a, ee eee Roe See 2) ee See See 
Women’s apparel...... er ae Sak 2 oe See fy Ree eee 
Men’s clothing........... “23k See Sig . | See soe 
POR alan ete keennan ee ee See. tL eS eee eee Sere 
ee \...| 43.8 | 42.0 | 39.8 |. 40.4 
Auto accessory........... Pe oe SRE 8 oe eee eee Sere 
Indeterminate 
ea has 23.2 | 22.2 | 26.4 | 30.4 | 27.7 | 24.8§]...... 
eee werree s ee ee Ok Se eae ee eee 
Filling station........... 21.7 | 22.9 }.... 24.6 | 25.3 | 30.5||] 22.0 
3” eae ..| 24.0 | 27.8 | 26.5 | 24.3 ey Lee ee 
Men’s furnishings. . . . . ...] 32.0 | 30.9 | 32.3 | 30.3 ry as See 
Family shoe..............| 29-9 | 32-2 | 30.2 | 33.6 | 29.0 | 31.0§].... 


























* Retail Chains (Washington: Census of Distribution, 1933), pp. 30, 33, 36, 48, 73, 86, 98, 116, 
127, 128, 154, 164, 194, 226. 

t There may be less than 11 stores for chains having this expense. 

t There may be over 25 stores in chains having this expense. 

§ There may be over 1,000 stores in chains having this expense. 

|! 100 to 500 stores. 

§ Over 1,000 stores. 


In the Jackson case, the Supreme Court emphasized the ability 
of the chain with a large number of units to buy for less than the 


The Bureau of Business Research of Harvard University has compiled figures 
which may be used to show the relationship of operating expenses to number of 
stores in the variety field. Averaging the data for 1932-34, we find the following 
expense-to-sales ratios: chains of less than 10 stores, 31.59; 10-50 stores, 31.21; 
50-500 stores, 29.95. These figures seem to indicate that expenses fall as the num- 
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smaller chain or the independent. Lower cost of merchandise was 
assumed to result from quantity buying, the obtaining of cash 
discounts, and skill in buying. Does the available evidence sup- 
port the conclusion that the ability to get low prices varies in 
proportion to the number of units operated? At once one thinks 
of the evidence uncovered by the Federal Trade Commission and 
the Patman Committee regarding special discounts to chains. 
Did not the A. and P. get $6,000,000 or more in special discounts 
in one year, and is not the A. and P. the largest chain in the 
world? But before we make any definite conclusion let us look 
at exactly what the Commission did uncover. 

In Table 3 is presented a summary of what the Commission 
found regarding the net cost of merchandise for chains of varying 
sizes. These costs are aggregate cost figures minus all discounts 
and commissions for all the commodities investigated in each 
city. Part A presents the drug-field data; Part B, the grocery- 
field data. In Washington, while the largest drug chain paid 
slightly less for the 226 items than did either of its two smaller 
competitors, the smaller of these two chains (Peoples) paid less 
than the larger. In Detroit the lowest cost was achieved by the 
second largest chain, but in second place was an organization of 
46 stores and this chain bought for less than did the largest com- 
pany having 549 units. The figures for the very small chains are 
not comparable, as explained in the footnote to the table. While 
in Memphis the large chains had a cost advantage, in Cincinnati 
a chain of 58 stores bought for as little as a chain of 549 stores. 
Turning to the grocery chains, the same lack of definite relation- 
ship between number of stores and buying prices is evident, es- 
pecially in Washington, where a chain of 431 stores bought for 
less than did the A. and P., and in Cincinnati, where a chain of 
29 stores bought for less than a chain of 47 units 

It is, of course, true that the material presented in Table 3 
does not prove that the large chains lack buying advantages. In 
fact, if we take the data as a whole, a tendency for the large 


ber of stores increases. However, the relationships of operating expenses to sales 
per store and to size of city were much more pronounced (cf. Expenses and Profits 
of Variety Chains [““Bureau’s Studies,” Nos. 93, 95, and 98)). 
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TABLE 3* 


COST OF MERCHANDISE FOR CHAINS OF 
DIFFERENT SIZES 




















Chain Number of Number of Net 
Items | Units Costs 
Part A 
Washington: 
L. K. Liggett. .... 226 549 | $70.3333 
ae 226 162 80. 2606 
Peoples Drug..... 226 118 80.0580 
Detroit: 
Liggett........... 223 549 74.1777 
Walgreen......... 223 441 73.0601 
Economical...... . 223 46 73 .4986 
Hynes & Murphy. . 223 20 74.97371 
Cunningham....... 223 13 74.9737 
Ee 223 13 74.9737T 
Less 10 stores...... ~ ) Saeeeeee 74.97371 
Memphis: 
ee 206 549 67.0600 
Walgreen.......... 206 441 67.1870 
Pantaze...... sath 206 3 68.6547 
Cincinnati: 
Liggett......... 266 549 86.5825 
Dow Drug... .,. 266 58 86.5838 
Part B 
Washington: 
Great A. & P...... 136 15,738 | $21.9024 
American Stores. . . 136 2,728 21.7966 
| ee 136 431 21.8956 
Detroit: 
Great A. & P...... 69 15,738 8.1040 
CES : 69 5,165 8.1236 
National Tea...... 69 1,600 8.2159 
eee 69 620 8.1773 
Small chains... ... Oe. » Racvanws ; 8.1634T 
Memphis: 
SS ee 115 5,165 14.3508 
Saunders......... 115 150 14.6703 
Liberty... 2.0.5. 115 13 14.7784T 
| ie 115 7 14.7784T 
Less 4 stores..... E> © Eeksivendeus 14.7784T 
Cincinnati: 
Great A. & P...... 73 15,738 II .0332 
| 73 5,165 II. 1501 
Burke Susya want 73 47 11.2545 
Cue ncn naeneees 73 29 II. 1921 














*F. T. C. Chain Stores: Prices and Margins of Chain and Independent 
Distributors (8 pamphlets). 

t These cost data are not accurate, as the Commission did not gather its 
information direct from the companies. Rather wholesalers’ figures were 
omy the chains bought some goods direct, these figures are probably 
too > 
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chain to buy for less than the small chain is evident, although the 
exceptions to this tendency are too numerous and significant to 
be ignored. Moreover, these data are for standardized and brand- 
ed items whereas if all food items were considered a more marked 
tendency in favor of the large chain might appear. Finally, the 
functions performed by the chains may vary so that the cost of 
merchandise figures are not exactly comparable. Yet the data 
are probably sufficiently accurate to justify the conclusion that 
the popular idea that large chains buy for much less than small 
chains is quite incorrect." 

Are the advantages of large chains reflected in the ability of 
the large chain to undersell the small chain? While evidence on 
this point is scarce, the Federal Trade Commission did make a 
study covering four large cities. The Commission’s conclusion is 
significant. 

An examination of the comparative prices of the larger and smaller grocery 
and drug chains in various cities fails to furnish very strong evidence that 
the larger chains sell at lower prices than the smaller, at least so far as stand- 
ard brand merchandise is concerned. The A & P Tea Company, the largest 
chain in the grocery field, showed the lowest aggregate price for the chain 
items on which comparisons could be made, in only one of the three cities 
covered in which it was selling, and Kroger, in none of the three in which it 
was represented. .... In drugs, the results are more favorable to the large 
chains, the Liggett Drug Company, which is the largest drug chain, showing 
the lowest price in three out of four cities. In both Memphis and Cincinnati, 
however, the Walgreen Company, the second largest company was undersold 
by the smaller chains.“ 

13 Examination of the Commission’s three studies on “Special Discounts and 
Allowances”’ leads to a similar conclusion. E.g., in the drug field, when the discounts 
were expressed as a percentage of sales made by the manufacturers studied, it was 
found that of the 10 chains receiving discounts in excess of 10 per cent one had 42 
units, one 41 units, another 16 units, one of 9 units, one of 48 units, and two of 5 
units each. 

As regards buying advantage, the Commission concluded: “. . . . The ability of 
the chain store to obtain goods at lower cost than independents and of large chains 
to obtain goods at lower cost than small chains is an outstanding feature of the 
growth and development of chain store merchandising” (Final Report on the Chain- 
Store Investigation, p. 24). The writer feels that the Commission’s various reports 
overemphasize the buying advantage factor as an explanation of chain-store success. 
This difference in interpretation is explained partly by the Commission’s faith in 
its unweighted cost figures, which are quite different from its weighted cost data. 

14 Final Report on the Chain Store Investigation, pp. 35-36. 
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The validity of the Commission’s conclusion may be made 
clearer by an examination of the aggregate prices asked by gro- 
cery chains of various sizes in Memphis and by the drug chains 
in Detroit. In these cities comparisons with very small chains are 
possible. In Table 4, Part A, the grocery prices are presented, 
while in Part B the drug prices are compared. Note that in Mem- 


TABLE 4* 


COMPARISON OF AGGREGATE SELLING PRICES 
GROCERIES AND DRUGS 




















Chain Number of Number of _—— 
Items Stores 
Part A 
Memphis: 
eee 115 150 $ 19.5012 
Piggly Wiggly... .. 115 60 19.3736 
Aer 115 59 19.3844 
SNS o.03-e sau 4's 115 13 18.6613 
WN i sctawecines 115 7 19.2910 
\ Part B 
Detroit: 
OTe 223 549 $111. 3247 
Walgreen.......... 223 441 113.6555 
Economical...... . 223 46 116.1747 
Hynes & Murphy. . 223 20 124.7300 
Cunningham....... 223 13 112.1037 
7 * es 223 13 131.4300 
Less 10 stores...... 223 100 125.5259 














*F.T.C., Final Report on the Chain Store Investigation, p. 36. 


phis the lowest aggregate prices were offered by a chain of thir- 
teen stores and the second lowest by a chain of seven units. On 
the other hand, the highest aggregate prices were charged by the 
largest chain. While in Detroit the largest drug chain quoted 
the lowest prices, a chain of but thirteen units was in second 
place. On the basis of such evidence it seems fairly safe to draw 
the tentative conclusion that if an increase in the number of 
stores gives rise to additional advantages, these advantages are 
not necessarily reflected in lower selling prices. 

Finally, are the advantages of large chains reflected in a higher 
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rate of profits? As the rate of profits may be expressed as per- 
centage of sales or as percentage of investment, the question may 
be stated as follows: As a chain adds to its number of stores is 
there evidence to show that its rate of profits as percentage of 
sales or as percentage of investment will increase? Once again 
the chain-store study of the Federal Trade Commission is the 
source of information. Without presenting the detailed factual 
tables, it may be noted that the Commission found no consistent 
relationship between the number of stores and the percentage 
of net profit on sales. For chains in ten fields there was a positive 
relationship, for chains in eight fields there was a negative rela- 
tionship, and for chains in eight additional fields no connection 
was found. It was likewise with the data relating number of 
stores to rate of return on investment. In eight fields there was a 
positive relationship, in nine fields negative, and in nine fields 
indeterminate." 

The reports of the Bureau of Business Research of Harvard 
University on variety chains also furnish some evidence of the 
relationship of earnings to the number of stores. These data are 
summarized in Table 5. In Part A, net profits are expressed as 
percentage of sales. Notice the shifts from year to year. In 1932 
the medium-sized chain had the smallest losses, closely followed 
by the large chains. By 1934 the large chains hed the largest profit 
ration but the smallest chains had a ratio nearly as large, while 
the medium-sized chains, which had been most successful in 1932 
and 1933, were in third position. In Part B, where net gain is 
- expressed as percentage of net worth, the relationship of earnings 
to the number of stores becomes even more complex. In 1932 the 
medium-sized chains were most successful. In 1933 they still took 
first place but the smallest chains were practically as successful 
as the largest chains. In 1934 the smallest chains actually took 
first place by a wide margin. Even if the results for the three- 
year period are averaged, the success of the small chain is evident 
as it made practically as good a showing as the largest chains, 
while the medium-sized chains were most successful.” 

18 Chain Stores: Invested Capital and Rates of Return of Retail Chains (Washing- 


ton, D.C., 1934), pp. 72, 114. 
*© The means for the groups from small to large are 10.01, 12.21, and 10.38. 
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Our investigation of significant statistical material, then, may 
be summarized in this manner. In so far as the advantages of 
chains of different sizes may be measured by operating expenses, 
ability to undersell, and net profits, there is little evidence that 
the advantages of chain-store operation tend to increase in any 
consistent ratio to the number of stores operated. As regards 


TABLE 5* 
EARNINGS OF VARIETY CHAINS, 1932-34 























Yea Less than 10 10-50 50-500 
P Units Units Units 
Part A 
NES Sin. ecka weaeees L 1.63 L 0.15 L 0.18 
Bo niikewses sm ene 1.65 3.85 3.68 
RE renee ae 3.76 2.07 3.95 
Part B 
1932 ER a L 4.69 L 6.02 L 4.40 
Ra iaa kes eewoees 12.40 17.23 12.63 
PiGss owkiccaianws 20.31 13.39 14.11 








- ae and Profits of Variety Chains (“‘Bureau’s Studies,” Nos. 
the ability of the large chain to buy for less than the small chain, 
the data indicate a general tendency in favor of the former. Even 
here, however, there are so many exceptions to the tendency that 
one may question the wisdom of using the tendency as an argu- 
ment in favor of graduated chain-store taxation. 


Ill 


It is obvious, of course, that the statistical material of the 
preceding section is deficient in at least two important ways. In 
the first place, it is far too fragmentary to justify any sweeping 
conclusions. Second, and perhaps of greater importance than the 
first limitation, is the fact that the statistics cannot possibly 
reflect all the advantages which the large chain may enjoy over 
the small organization. While the foregoing statistical material 
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might lead to the tentative conclusion that there is no general 
tendency for “the competitive advantages of a chain [to] increase 
with the number of its component links,’’*’? when one takes into 
account certain advantages which the foregoing statistics do not 
necessarily reflect the tendency is clearly indicated. 

Probably the greatest advantages (not reflected in the fore- 
going statistics) enjoyed by the large chain over the small com- 
pany result from the greater geographic distribution of stores 
which is characteristic of the larger chains. As a consequence of 
operating in widely scattered areas, conditions adversely affecting 
a certain locality—conditions which might result in the failure 
of a number of local independent stores or a small chain— 
would have but slight influence on the large “‘n as a whole. 
The dominant advantage of such geographic dis ibution, how- 
ever, is found in the field of pricing. 


One of the very important advantages of chain-store organizations is the 
possibility of varying the prices charged not only within the same city ... . 
but also as between different cities in the same section or between different 
sections, in order to take full advantage of local conditions by charging what 
the traffic and competition will bear. The chain has an inherent advantage 
over the independent retailer in price competition because the chain is able 
to average the profit results obtained from its stores in various localities, 
the low prices in one or more localities being offset by the higher prices ob- 
tained at other points. This strategic advantage is greatest, of course, to the 
large chain over the independent retailer, but it also applies to a less degree 
to the large chain as compared with the small chains." 


It is also true that the large chain may find it easier to develop 
its own private brands than does the small chain. While its ad- 
vertising cost as a percentage of sales may not be less, the large 
chain may get more benefit as it has open to it the opportunity 
of widespread institutional advertising. Finally, the ‘arge, well- 
known chain may find it relatively easier to raise funds than the 
small, less well-known company. 


IV 
From the legal point of view the upholding of taxation based 
on the number of stores demanded the mere establishment of a 
17 Great Atlantic & Pacific Tea Company v. Grosjean. 


%F. T. C., Final Report on the Chain-Store Investigation, pp. 37-38. Also see 
discussion in the Commission’s report on Chain Store Price Policies, pp. 104-18. 
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tendency for chain-store advantages to increase with the number 
of units. The conclusion of the preceding two sections is that 
such a tendency does exist. At the same time, the statistical ma- 
terial which we have examined indicates that the exceptions to 
this tendency are so numerous and so important that it is danger- 
ous to use the tendency as an economic justification for such 
taxes. Conditions are so different, depending upon such things 
as the field of operation, the size of the stores operated, i.e., the 
sales per store, the size of the cities in which the stores are located, 
and the functions performed. What we really have in mind is 
that whatever advantages the chain may have are related to the 
number of stores, i». such an uncertain and varying manner, that 
a system of ch»; .axation graduated according to the number of 
stores is uNSC.4.rd. 

Three examples chosen from a large number of cases which 
might be mentioned may make clearer the point of view just ex- 
pressed. In the grocery field at the present time there is a definite 
trend for the chain companies to close many of their smaller 
units and to replace them with a considerably smaller number of 
large units.'? This change may lead eventually to an increase in 
total sales and, perhaps, net profits, yet it decreases the number 
of chain-grocery stores in operation. According to the theory on 
which the graduated tax upheld in the Jackson case rests, the 
decrease in the number of stores should decrease the advantages 
enjoyed by the chains. Yet it seems obvious that the chains 
would not be making this shift if they did not feel that it would 
increase their advantages. 

Here is a section of the country in which two chains do an im- 
portant part of the total business of their field of operation. Each 

"9 This trend toward large combination markets and superstores is a result, in 
part, of the kind of discriminatory taxation we are discussing. Yet, even without 
these taxes, it seems that the trend would have resulted. 

[There is no examination by the author of the proposition set forth in the Stewart 
case that graduation of tax on the basis of gross sales is arbitrary, and, therefore, 
beyond the power of the state. It may very well be argued that such a basis is not 
arbitrary or unduly discriminatory. Omission of consideration of this issue leaves 
discussion of the problem incomplete. The statement that discrimination on a 
basis of total sales for tax purposes is arbitrary seems at least as open to question 


as the decision of the court in the Jackson case, based on number of units. This 
aspect of the problem the author ignores.—Eb.] 
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chain is attempting to capture as large a part of the total business 
as possible. As the best locations have been exploited, any fur- 
ther expansion by Chain A into the areas now being served by 
Chain B must be by the opening of stores in less desirable loca- 
tions. The same applies when Chain B attempts to expand. Yet 
it is perfectly possible that both companies will expand into the 
poorer locations, thus decreasing each other’s sales per store, rais- 
ing the operating cost ratios of each, and reducing profits per 
store.”° It can hardly be argued that this expansion in number of 
stores adds to the economic advantages of either chain. 

Let us be even more specific. In Kansas City, Missouri, the 
headquarters of two drug chains are located. One of these firms, 
Katz Drug Company, at the end of 1936 had twelve stores in 
operation. Because the company operates a giant type of store, 
its sales for 1936 were but slightly under $9,000,000. The other 
chain, Crown Drug Company, operates a chain made up of 
smaller units so that in 1936 its eighty-six units had total sales 
which were somewhat less than those achieved by the twelve 
Katz drug stores. Can it be reasonably argued that the advan- 
tages listed by the Supreme Court in the Jackson case” are more 
applicable to the Crown Drug Company than they are to the 
Katz Company, even though the latter firm has less than one- 
seventh as many units as the former? Could the Crown Drug 
Company, simply because it had a greater number of stores, en- 
gage in more quantity buying, obtain more cash discounts, have 
more skill in buying, do more warehousing, have a greater abun- 
dance of capital, sell at lower prices, have a greater turnover, 
have more unified and cheaper advertising, perfect a greater 
standardization of display, have a more superior management, 
use more specialized accounting methods, or further standardize 
its store management, sales policies, and goods sold? 

Finally, it should be noted that the chain advantages which 
the Supreme Court had in mind in the Jackson case are not net 
advantages. For example, assume that the ability to buy for less 

* In fact, the gradual fall in profits as a result of expansion is the natural ex- 
pectation in a competitive economy. 

* Cf. n. 6 above. 
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does increase in ratio to the number of stores. This fact alone 
is not sufficient to prove that the chain with a larger number of 
stores has a greater net buying advantage because the lower 
prices of quantity buying may be offset, at least to some degree, 
by the loss of certain advantages associated with buying in 
smaller quantities. By way of illustration, it may be more pos- 
sible for the small-chain operator to buy his merchandise to meet 
the exact needs of his particular customers. As this operator in- 
creases his number of stores and standardizes the items carried, 
in order to get the advantage of quantity buying, this advantage 
may be lost. Or, again, in a falling market the small-chain buyer 
may hold off the market until approximately the time when the 
goods are needed, knowing that his order will be so small that 
he can get it filled quickly. With the large-chain buyer, future 
buying is quite necessary, even in a falling market. Likewise the 
small-chain operator may find it easier to extend credit and de- 
livery service, to have personal connections with his customers, 
and to avoid labor troubles such as the larger chains are now 
experiencing. He also avoids the higher rents which some large 
chains find they have te pay as a result of the landlords’ “‘soak 
the large chain” attitude.” When the advantages of smaller-scale 
operation are taken into account, it is even less probable that 
the tendency for the net advantages of chain-store operation to 
increase in proportion to the number of stores operated is suffi- 
cient to give any economic justification for chain taxation based 
on the number of stores. 

2 An executive of a whclesale company sponsoring a large voluntary chain re- 
cently told the writer that one of the main advantages of the voluntary chain 
over the regular chain was this very chance of getting lower rents. The studies of 


the Federal Trade Commission also show that the chains pay higher rents (cf. 
Final Report on the Chain Store Investigation, p. 71). 














BANK PORTFOLIOS AND THE CONTROL 
OF THE CAPITAL MARKET 


MELCHIOR PALYI" 
BOND RATING AS THE BASJS FOR PORTFOLIO CONTROL 


IHE Banking Act of 1935? provided that the comptroller of 

the currency may prescribe, at his discretion, “limitations 

and restrictions,” under which a national bank can pur- 
chase “investment securities” for its own account—a delegation 
of legislative power, the legality of which has not been questioned. 
On February 15, 1936, the comptroller promulgated the follow- 
ing ruling, effective as of the same date: 


The purchase of investment securities in which the investment character- 
istics are distinctly or predominantly speculative, or investment securities 
of a lower designated standard than those which are distinctly or predomi- 
nantly speculative, is prohibited. The purchase of securities which are in 
default, either as to principal or interest, is also prohibited. 

The terms employed herein may be found in recognized rating manuals, 
and where there is doubt as to the eligibility of a security for purchase, such 
eligibility must be supported by not less than two rating manuals.3 


Although power to determine eligibility was not explicitly dele- 
gated to the rating agencies, nevertheless this ruling of the con- 
troller does, in effect, place that responsibility upon them. In 
Moody’s ratings, the lowest-rated obligations eligible for bank 
investment fall within a class designated by the symbol “Baa” 
and are characterized as “a large group of investments which are 
neither very good nor very bad. In this class some speculative 
elements exist. The extent and stability of income and security 


! Dr. Palyi is a research economist at the University of Chicago. 

2 Sec. 308, amending Paragraph Seventh, sec. 5136 of the National Bank Act 
(revised statutes). 

3 Treasury Department, Comptroller of the Currency, Regulations Governing the 
Purchase of Investment Securities . .. . (Washington, February 15, 1936), Sec. IT. 
7° 
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may be satisfactory but certainly not noteworthy.” To quote 
further from Moody’s 1937 manual: 

Reference to the definitions of Moody’s ratings will show that bonds rated 
Baa, while carrying some speculative elements, are not considered by 
Moody’s to be “distinctly or predominantly” speculative. It will further be 
seen that bonds rated below Baa are considered by Moody’s to be “distinctly 
and predominantly” speculative. 

Standard Statistics Company uses the symbol “B1-+’”’ for the 
lowest eligible group but provides a special symbol to indicate 
occasionally that a security of lower rating may be considered as 
suitable for bank investment. To quote from Standard Statistics 
(1937): 

A bond in the Br-+ class is rated as a good bond. Average earning power 
over a series of years must be equivalent to from 1} times to twice the inter- 
est requirements on the issue, according to whether the bond is an obligation 
of a railroad, public utility, or industrial company. 

Poor’s Manual renders the opinion that bonds bearing their 
B* or better rating are eligible for purchase by banks, and define 
B* bonds as those 
obligations wherein the speculative element has not begun to predominate. 
Principal is fairly secure, but margin of safety over interest is usually small. 
Not suitable for trust funds or for persons of small investment capital or 
limited financial experience. Such issues are often known as of the “better 
grade speculative” class. 

Shortly, the bond holdings of all national banks, including trust 
companies and savings banks, have to be confined to instruments 
which are regarded by at least two among a few recognized rating 
agencies as “high-grade” securities. The rule applies also to state 
member banks of the Federal Reserve System.‘ 


THE RANGE OF CONTROL 


This qualitative control over the portfolios of all member 
banks—the most important innovation—is in the hands of the 
Reserve banks and their examiners. They follow the “Interpre- 
tative Rulings with Respect to Section 5136,” dated February 15, 
1936, and the regulations laid down in a Reserve Board letter 


4 Amendment to sec. 9 of the Federal Reserve Act, contained in the Banking Act 
of 1933. 
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(X-9563). All rules and their authoritative interpretations are 
further modified by the actual practice of the examiners (and of 
the banks). 

The comptroller’s ruling applies to all “‘investment securities” 
with the exception (a) of United States government bonds and 
bonds issued by a number of governmental agencies and (0) of 
state and so-called municipal securities so far as they are general 
obligations. However, the latter are also rated in substantial 
numbers, and the practice of both banks and examiners tends 
overwhelmingly to deal with general obligations of municipalities 
the same way as with revenue bonds. It is therefore permissible 
to say that the eligibility of all but federal bonds as bank invest- 
ments depends in practice on the standards which the private 
rating agencies apply to them. 

Both banks and examiners follow these standards with a curi- 
ous rigidity. True, the wording of the Reserve Board’s interpreta- 
tion allows some deviation. The examiner may permit a member 
bank to go one class below the minimum requirement; on the 
other hand, he may also decide that a security which the agencies 
rated as eligible is “distinctly or predominantly speculative’’ and 
ineligible (Board letter X-9539-e). But such cases are, under the 
present regime, likely to be exceptional. Of the two requirements 
of the comptroller, marketability and nonspeculative character of 
the security, at least the second is sufficiently vague to involve the 
risk of a purely arbitrary decision. Besides, the sheer inertia of a 
bureaucratic routine tends to freeze its technique so as to avoid 
conflicts and responsibilities. This holds especially with regard to 
downward laxities which presuppose the banker’s readiness to 
take a chance on his ability to convince the examiner of the in- 
vestment’s “‘soundness.”’ That the mere discomfort involved in 
strenuous arguments is sufficiently discouraging is confirmed by 
all available information. 

Similar is the situation with regard to another exception al- 
lowed by the Board. Its ruling emphasizes that the mere fact of 
no rating for a bond does not exclude its eligibility. But, again, 
the examiner has to be satisfied that the quality of the bond is 
otherwise sufficiently high to justify eligibility, with the result 
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that banks all over the country are reluctant to buy such securi- 
ties. 

The alleged flexibility of the rule exists only on paper. The 
wording of the Board’s interpretation attempts to avoid the im- 
pression of strict minimum requirements; but closer scrutiny, sup- 
ported by factual information from a substantial number of mid- 
western banks and a few bank examiners, leaves no doubt that the 
substantial effect of the regulation has been to submit the capital 
invested in bank portfolios to a rigid control by rating manuals. 

State authorities naturally tend to comply with the regulations 
of the national authority, and examples (from Wisconsin, Illinois, 
Indiana, Ohio, etc.) of insistence that banks should depend on the 
symbols used by the rating agencies are numerous. To mention 
but one, quoting from the Des Moines Tribune dated November 
30, 1937, under the heading, “Letter Urges Bank Caution”’: 

D. W. Bates, State Superintendent of Banking, Monday released copies 
of a letter he has sent to all Iowa bankers urging extreme caution and careful 
analysis of banks’ investments in outside securities. 

Bates’ letter said he held no brief for any rating agency but added, “Bond 

ratings do furnish an excellent standard for determining whether a security 
is deserving of further consideration.” 
It is highly probable that by this time all bank commissioners and 
similar state authorities have adopted the same or equivalent 
standards to check on the bond portfolios of state institutions. It is 
natural, too, in view of the close co-operation in most states between 
banking and insurance supervision, that the latter is influenced 
by the standards of the former. Actual cases have already come to 
notice in which such adaptation of the investment policies of in- 
surance firms to the ideas of rating agencies is intimated by the 
authorities.$ 

The outstanding importance of banks in the field of financial 
leadership, supported, in addition, by the standards for insurance 
investments, necessarily influences the investment policies of vir- 
tually all institutional investors. Trust institutions apparently 


5 The insurance commissioner of Tennessee, e.g., in June, 1937, circularized the 
firms under his jurisdiction, stating that he would not approve the purchase of 
bonds rated less than “A” by some of the recognized services. (Correspondence of 
the author with interested firms.) 
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have been using such standards for some time.*® Sooner or later, 
the words which have emanated from the comptroller are bound 
to become the prevailing standards of policy for the overwhelming 
volume of institutional investments and, thereby, of the flow of 
capital in general. The problem we are here dealing with is one 
which concerns the welfare of individual institutions; it is, as well, 
a unique example of planning or management of the capital 
market. 
THE ENFORCEMENT OF THE RULE 

A few words about the enforcement of this control may be 
desirable. Some important practices involved have not been 
“codified” as yet, and the student must rely in part on personal 
information received from authoritative sources. 

The holdings of banks which do not conform to the rule receive 
the examiners’ criticism as “nonconforming and unlawfully ac- 
quired,”’ followed up by the suggestion of liquidation. On the 
other hand, the “‘write-up” which the banker gets is the more 
favorable for him the less “hazardous”’ the securities are which he 
carries. The outsider may be inclined to ridicule the importance 
of such schoolteacher methods on the business policies of banks. 
But they have a real significance; and the great emphasis on en- 
forcement of the rule and strong warnings sounded by the examin- 
ing authorities cannot fail to evoke a “moral” effect. This is part- 
ly due to the uncertainty of mind created by the depression expe- 
rience with many bonds and to the fact that the banking com- 
munity is faced with the bewildering situation, entirely new to 
every member, in which the earning assets largely consist of long- 
term bonds. But the authorities are not merely a substitute for 
the leadership which is otherwise lacking; they also have com- 
mand over the means of coercion and of inducements. What hap- 
pens if the bank does not comply with the friendly suggestion? 
Its resistance will probably depend on the strength of its convic- 
tion and the political atmosphere. The resistance will be com- 
paratively weak in an era of unfriendly general relations between 
business and government. State authorities have substantial 


6 Cf. N. G. Riddle, The Investment Policy of Trust Institutions (Chicago, 1934), 
chap. xiii. 
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means of coercion at their disposal. For member banks the good 
will of the Reserve Bank is an important consideration. For all 
banks, repeated conflicts with the Federal Deposit Insurance 
Corporation, which is anxious to maintain high standards of 
“safety,” would be an increasingly serious matter. Of course, the 
larger the banking institution (and the same holds in the insur- 
ance field), the greater the ability to resist pressure. 

The Reserve Board (letter X-9539-e) offers more freedom to 
banks which “have the facilities for making an independent in- 
vestigation of the history and prospects of an issuer.” But in 
practice this freedom applies at best only in marginal cases (bonds 
rated one class below minimum, and those without rating); even 
the largest institutions, in spite of their well-known “facilities for 
making an independent investigation,” are subject to the general 
rule. The examiner can achieve—as in the case of a large Chicago 
bank—at least a substantial nuisance value by merely notifying 
each member of the board of directors that the management has 
“unlawfully acquired distinctly speculative” securities. Even the 
largest banks will be inclined to avoid the recurrence of such 
conflicts. 

However, good teachers prefer to use inducements rather than 
punishments, and the banks are dealt with in accordance with this 
educational principle. One inducement is offered by the new eligi- 
bility rules of the Reserve System which thus become a function 
of the wisdom of rating agencies. Advances to member banks de- 
pend on the eligibility of the collateral; “investment securities as 
defined by the Comptroller of the Currency pursuant to Section 
5136 of the Revised Statutes,” ie., securities rated in the high 
grades, may be regularly accepted as proper collateral.? Obvious- 
ly, the Reserve banks could not fail to give advances on a col- 
lateral which they themselves had told the banks would be a 
proper outlet for funds—one preferred by the rating manuals. 
In short, it is up to the manuals to determine what is eligible as 
collateral for loans extended by the Reserve banks. The advances 
are not supposed to run longer than for four months; but the 


7 Board of Governors of the Federal Reserve System, Discounts for and Advances 
to Member Banks . . . . , Regulation A (October 1, 1937), sec. 2, p. 6. 
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privilege is sufficient to give the eligible paper an enhanced 
marketability, in turn offering an inducement for its use in bank 
portfolios. 

This unique phenomenon of a central banking policy which is 
guided by rating manuals, and which in turn enforces their 
validity, requires further elucidation. This policy uses a further 
and highly questionable incentive consisting of the permission— 
admitted by the Reserve and state authorities—for the banks to 
carry their so-called high-grade holdings at par, or at amortized 
value above par, even if their market prices should fall below par, 
so long as their ratings do not decline under the minimum re- 
quirements. Nor does any downward revision of ratings cause 
criticism of the bank by the examiner. As we shall see, the 
customer of the rating agencies can count to some extent on 
the latter’s generosity; they will not let him down (for a while, at 
least). Consequently, the rule means a temporary guaranty for 
the banker against depreciation—i.e., against the logical neces- 
sity of providing proper reserves—and against forced sales, ex- 
cept in the case of a defaulting high-grade bond which has to be 
liquidated. And the writing-off as well as the liquidation which 
have to take place can be carried out in a gentle manner—as 
contrasted with the criticism and pressure to which the bank is 
exposed if its noneligible bonds are “caught” in decline by the 
examiner. 

Needless to say, bonds in the four high grades which are made 
comparatively free from revaluation and selling pressure thereby 
become attractive investments for banks. However, this attrac- 
tiveness holds in practice only for the highest grades; bonds in the 
Aaa or Aa categories are not (or should not be) likely to slip 
suddenly below the Baa level. The Baa securities which are al- 
ready on the margin of eligibility need only to slip one grade to 
turn ineligible and be forcibly ejected. This artificial system of 
value maintenance discriminates in favor of the comparatively 
small number of highest (Aaa and Aa) rated securities and con- 
stitutes an effective incentive for banks to concentrate their 
holdings in those categories; the more so, since the Deposit Insur- 
ance Corporation appears to exert its influence in this same direc- 
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tion. The chairman of this organization has repeatedly warned 
the banks against speculation in “borderline and substandard 
issues.”” His pointed emphasis recently on the deplorability of 
the fact that 29.5 per cent of the eligible corporate bonds in all 
bank portfolios belongs in the “borderline” Baa class, while 43.5 
per cent and 65.5 per cent are the respective ratios for all insured 
nonmember banks and for Wisconsin banks, is a fair example of 
the very effective pressure of the “moral coercion” type by which 
the authorities exert their qualitative control of security hold- 
ings.® 


PURPOSE AND RESULTS: DEFAULTED BONDS 


The 1936 edict of the comptroller stressed two aspects of in- 
vestment quality: the security must be marketable and it must 
not be “distinctly or predominantly speculative.’ The first of 
these attributes has received a nominal definition: ‘ ‘marketable’ 
means that the security in question has such a market as to 
render sales at intrinsic values readily available.” Shortly, mar- 
ketability means to have a market. No official attempt to define 
the second characteristic has been issued thus far; nor are mini- 
mum requirements of any kind made known—except the refer- 
ence to the current rating-manuals. 

But the manuals also refrain from defining the term ‘“‘non- 
speculative,” and one is left to guesswork. It is obvious that the 


8 Cf. L. T. Crowley, chairman of the F.D.I.C., “The Bankers’ Responsibilities,” 
January 20, 1938 (mimeographed). 


9 The comptroller further verbalizes as follows: “In determining whether a given 
security is marketable, it must meet the following minimum requirements: 

“(a) That the issue be of a sufficiently large total to make marketability possible; 

“(b) (1) That a public distribution of the securities must have been provided for 
or made in a manner to protect or insure the marketability of the issue, or, in the 
alternative 

(2) Other existing securities of the issuer have such a public distribution as to 
protect or insure the marketability of the issue under consideration, and such issue 
must be registered under the provisions of the ‘Securities Act of 1933’ as amended, 
unless it is exempt from registration under Section 3 thereof. 

“(c) That where the security is issued under a trust agreement, the agreement 
must provide for a trustee independent of the obligor, and such trustee must be a 
bank or trust company” (Treasury Department, Comptroller of the Currency, op. 
cit., Sec. I). 
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estimate of quality refers to the future rather than to the past or 
present; issues already in default are altogether barred from bank 
portfolios. It may be taken for granted that the banks are sup- 
posed to be protected at least against future losses caused by total 
or partial default of their bonds. Further inferences are left to 
individual judgment or imagination. One may assume that the 
idea was also to protect the banks (and the depositors) against 
such hardships as are involved in a major and sudden decline of 
market valuation, to say nothing of a major decline in the quality 
of the individual security. The fact that shares of stocks, and 
even convertible bonds which are convertible at the debtor’s 
option, are excluded by law from the rank of eligible “investment 
securities” indicates that the ideal to be attained is long-run 
stability in income, and possibly in capital values. This would be, 
at any rate, the popular meaning of ‘‘nonspeculative”’ in connec- 
tion with investment, and this ideal of safety is fully in accord 
both with the psychology of a depression era as well as with the 
“ever normal granary” and other stabilization programs of the 
New Deal. 

What, then, has been the past experience with the rating stand- 
ards of the current manuals? No field study of this kind has been 
published, and the volume of material prohibits a comprehensive 
survey.’® The tables in the Appendix are based on random sam- 
ples taken from major railroad and public utility securities issued 
before 1930 and rated in 1929 as in one of the four high grades. 
Three of the forty selected issues have maintained their grades for 
five years or longer without interruption; two succeeded in rising 
on the quality scale of the eight-year period. All others fluctuated 
in rating with the net outcome of a substantial decline. Not less 
than twenty-two issues became ineligible, among them four which 
were rated Aaa in 1929 and three of which have defaulted. There 
appear seven more subsequent defaults of eligible bonds of lower 
than Aaa rating in 1929. These ten defaults occurred in periods 

In the following discussion Moody’s ratings are used for exemplification, as one 
of the best known, most widely used, and oldest services. The F.D.I.C. and several 


state authorities recently urged the banks to employ this service. Sampling of other 
ratings has given results similar to those of Moody’s. 
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varying between three and five years after the eligibility rating in 
1929, and only in one of these cases is subsequent payment of all 
interest reported. Most of these defaulting issues were carried as 
eligible high-class securities until shortly before the default oc- 
curred; the Chicago—Rock Island 4s were still in the eligible group 
in the year of suspension of interest payments. 

A more illuminating set of figures than those based on random 
samples is presented in Table 1, which gives the defaulting public 
utility, railroad, and industrial issues for each of the years 
1919-28; only rated issues of $1,000,000 and above have been 
taken into account." Checking back on the ratings of each indi- 
vidual issue which defaulted in that period, one finds that a sub- 
stantial part of them was rated by Moody’s as “eligible’”—in the 
year of the respective default. Perhaps the most astonishing sin- 
gle result is that 70 per cent of the volume of railroad bonds which 
defaulted in 1924 were rated Baa or better im the same year. Of 
course, 1924 was a recession year, hard on railway finance; but 
the interesting fact is that a minor recession is sufficient to cause 
an enormous percentage of error in the rating agency’s foresight. 
And it is sufficient to go back one or two years previous to each 
bond misfortune to find that a bank, if it had then followed the 
present rules of the comptroller with regard to the choice of in- 
vestments, would have been advised to buy in the average year 
one-third or more of subsequently defaulting bonds. Such is the 
result for a period which was, on the whole, one of prosperity and 
credit inflation. Since the banks are not supposed to “speculate” 
but to “invest,” they may, and often do, retain their purchases for 
a substantial number of years; had they followed the present rule, 
the risk of owing defaulting bonds would have increased rapidly 
with each succeeding year. 

As far as being loaded with defaulted bonds is concerned, the 
average banker could scarcely have fared much worse if he had 

The yearly number and amount of defaulted issues have been taken from the 
extensive tabulation of bond defaults compiled by D. B. Jeremiah, The Causes and 
Prevention of Corporate Bond Default (University of Pennsylvania dissertation 


[Philadelphia, 1936]), pp. 12-35. No similar tabulation is available for the period 
since 1929. The three years’ ratings for each issue have been added for this study. 
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left the choice of his holdings to his own judgment, utilizing 
available factual material. Nor does the reliance on ratings as a 
guide provide a guaranty against fluctuations in the ratings them- 
selves or in the price of the securities (as indicated by the tables 
in the Appendix to be discussed subsequently). 


RATING THE RATINGS 


Contrary to the practice of professional forecasting agencies, 
the rating manuals are extremely secretive about the technique 
by which they arrive at their judgment. The grades are published 
in annual manuals and occasionally changed in the course of the 
year; more than one change of an issue’s rating within the same 
year seldom occurs. Reasons for a change are rarely if ever given; 
the brevity and conciseness of the announcements create the im- 
pression of purely factual statements. In reality, each rating is, 
of course, an interpretation of an issue’s intrinsic value, and it 
would be instructive to find out the procedure of reasoning and 
of computation underlying the judgment and its peculiar form of 
expression. 

Unfortunately, almost nothing is publicly available on this 
matter. The short definitions of the individual grades, as pub- 
lished in the manuals, mean on the whole nothing more than the 
assertion that the higher-grade security is better than the lower 
one. These definitions evade the question of numerical or other- 
wise definable characteristics, and of their comparative weight, 
which enter into the determination of such an evasive phenome- 
non as quality. The wording itself is often evasive, such as the 
definition of “neither very good nor very bad” for Moody’s 
marginal Baa class. Nor is any publication known in which 
an agency exposes to the profane public the mystery of its 
rating technique. Moody’s /ndustrials of 1937 offers page vii 
as a ““Key”’ to the ratings; but the door which the key opens does 
not lead into the realm of knowledge. Interesting is, however, 
Moody’s emphatic refusal to allow an interpretation of ratings 
which would link them with “market price movements.” The 
obvious inference is that price is not a consideration affecting 
“fnvestment status’ which is supposed to be dealt with. Ma- 
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turity, yield, and price are never mentioned, nor implied, as essen- 
tial considerations determining the rating. 

According to private (oral) information, “investment quality” 
in the sense used by the agencies is the vector sum of three com- 
ponents: earnings, marketability, and safety; the latter again 
may be derived from several factors. Standard Statistics (alleged- 
ly) builds its “index” by allowing 50 per cent for earnings, 35 per 
cent for mortgage position, and 15 per cent for marketability. 
Poor’s claims to neglect marketability and to stress “‘safety,”’ 
which, in turn, is figured as the algebraic sum of two arbitrarily 
weighted indices, namely, those of mortgage security and of “‘un- 
encumbered assets.”’ All information that ‘leaks’ out tends to 
confirm the notion that, on the whole, such more or less mechani- 
cal standards are in use. Obviously, it is a matter of entirely 
arbitrary decision as to what factors are taken into account, how 
each factor is defined and measured, and what weight it carries in 
the ultimate rating. The “index” thus arrived at is composed not 
only of arbitrarily chosen and weighted but also of qualitatively 
incomparable elements; it is an average of ‘‘apples and horses.” 
It offers the advantage of a quasi-mechanical device which may 
permit the subscriber to make a decision over a broad range of 
investments without any intellectual effort. But it achieves this 
simplicity and comprehensiveness by introducing arbitrary stand- 
ards of measuring both what is relevant and the relative weight of 
its relevance, for the determination of intrinsic quality. 

The high importance which agencies seem to ascribe to mort- 
gage-backing in measuring the investment status of a security is 
an example of another type of error. It is interesting to note that 
of the 437 corporate bond issues, with a total face value of 
$1,690,000,000, the default of which during the years 1919-28 has 
been reported by Moody’s Cumulative Index, not less than 82.1 
per cent ($1,388,000,coo) had mortgage coverage of one kind or 
another—“first and junior lien bonds, as well as general or 
blanket mortgage bonds.’* In other words, the mortality of the 

= Cf. W. E. Warrington, The Nature and Extent of Losses to Bondholders in 


Corporate Reorganization and Liquidation, 1919-1928 (University of Pennsylvania 
dissertation [Philadelphia, 1936]), p. 12. 
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mortgage-secured obligations compares with total bond defaults 
just about in the same proportion which this type of bonds holds 
to the total volume of issues. The existence of mortgage basis 
apparently causes neither more nor less mortality than its lack. 
Defaults are due, of course, to factors of an entirely different 
nature; contractual rights such as mortgages are relevant (if at 
all) for priority in case of liquidation. The new bankruptcy legis- 
lation has further reduced their relevance by special protection 
accorded to stockholders at the expense of bondholders. 

Success or failure of a fixed interest investment depends essen- 
tially on internal management of the firm and external circum- 
stances, or a combination of both, involving in turn a great num- 
ber of factors. The Mason City and Fort Dodge Railroad de- 
faulted in 1920 because a lessee defaulted on the payment of 
rentals due to the company. Excessive inventories and excessive 
trade liabilities, failure of associated firms, high operating costs, 
inability to obtain additional capital, ineffective sales organiza- 
tion, excessive prices paid for patents, for equipment, or other 
property, to say nothing of labor trouble, governmental inter- 
ference, unforeseen cyclical occurrences, etc."’—all elements af- 
fecting the individual and the general situation should be vis- 
ualized for proper understanding and judgment. Obviously, a 
comprehensive analysis of all factors affecting the future trend 
in each individual firm, especially its managerial situation, could 
hardly be reduced to a few simple formulas and expressed in an 
abbreviated index of long-term investment quality. 


QUALITY OF SERVICE VERSUS COST OF SERVICE 

The fundamental reason for the shortcomings of this type of 
investment-advisory service is not difficult to find. The four large 
annual volumes of Moody’s service (one each for industrial, 
municipal, railroad, and utility securities) and the numerous ac- 
companying supplements are sold for $144; an enormous and 
well-organized mass of factual evidence is offered for this price. 
The ratings, presumably, are based on this material which 
amounts only to brief statements and data regarding each indi- 


"3 For examples see Jeremiah, of. cit., chap. ii. 
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vidual issue and issuer, mainly past balance sheets and earnings 
records, representing scarcely more than a first approximation to 
a financial analysis. The sheer number of issuers covered in each 
volume excludes the possibility of an intensive analysis com- 
parable to that offered for special fees by the rating agencies them- 
selves—to say nothing of the voluminous reports needed to com- 
ply with the standards of the Securities Exchange Commission 
for registration statements. 

This shortcoming of inadequate analysis is natural, indeed, in 
view of the size of the task. For instance, the 1937 industrial 
manual of Moody lists 5,032 companies on which statistical in- 
formation has been gathered and prepared; 691 bond issues of 
these companies have been rated. The utility staff of the same 
agency covered 1,986 companies “fully” and added short para- 
graphs on a further 347 units; 1,547 public utility bonds were 
selected for rating. As to railways, 1,597 roads are listed with 
1,668 issues rated. The municipal manual discussed 14,711 taxing 
bodies and rated 4,816 securities of 3,704 issuing units. One can- 
not escape being impressed by the volume of expensive work in- 
volved—and by the conclusion that a uniform pattern of rating, 
making all these different issues comparable with one another in 
terms of some nine grades, handled by a large staff of moderately 
paid analysts with necessarily divergent experiences, biases, and 
opinions, can only be applied if based on none but obviously 
visible and easily comparable features. The staggering cost of 
detailed study of some 23,000 issuing units, or even of the almost 
9,000 rated issues, is prohibitive. Accordingly, the responsible 
agencies advise the customer not to rely upon the ratings alone 
but to use them together with the text of the manual and even 
to buy special investment advisory services which they are ready 
to supply. The candid observer cannot help wondering whether 
it would not be a still more responsible attitude to stop the publica- 
tion of ratings altogether in the best interest of all concerned. 

Small wonder that the agencies cannot assume responsibility for 
the data they provide. Indeed, the volume of data involved in the 
supply of ratings is such that it would scarcely be possible for the 
agencies even to carry the limited responsibility with which brok- 
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ers and dealers are burdened, to say nothing of the S.E.C.’s ex- 
acting requirements applied to information in registration state- 
ments. It is therefore intelligible that the rating manuals em- 
phatically refuse to guarantee their statements; but it is incon- 
gruous that ratings which cannot be guaranteed as to accuracy 
of the underlying material are officially made the guide for bank 
investments—the basis for the security of deposits. 


IGNORING YIELDS AND PRICE FLUCTUATIONS 


Security ratings are an outgrowth of the century-old practice of 
commercial credit rating, such as that by Dun and Bradstreet. 
Both are supposed to indicate the past records and the present 
status of the debtor and the limits of his future ability to fulfil 
obligations. They are both “factual” services; but they are mean- 
ingless for practical purposes if they do not supply hints to be 
used for forecasting the credit status and paying ability of the 
debtor for some future period."* Indeed, the fact that ratings are 
published in addition to the purely factual material proves the 
intention of drawing conclusions for the future based on past and 
present data—the only way by which forecasts can be made. At 
any rate, it is under the assumption of usefulness for the buyer’s 
future interests that the ratings are imposed upon the financial 
community for guidance of investment. 

The two kinds, commercial credit and security ratings, also 
have in common the essential purpose of guidance for the in- 
vestor rather than advice for the turn-in-the-market speculator. 
They have to do with enduring intrinsic oualities of the object 
and not with temporary fluctuations of markets. But the objec- 
tive of credit rating is limited to the short run; its advice is not 
supposed to be good for more than a few weeks or months. Se- 
curity rating, on the other hand, deals predominantly with prob- 
lems of the long pull in the course of which far more disturbing 
and intricate elements may arise. Moreover, the short-run objec- 
tive is not exposed to price fluctuations which are vital in the long- 

4D. H. Kerchner (“Possibilities and Limitations of Investor’s Services,” this 


Journal, October, 1937, and January, 1938) rightly points out that the difference 
between factual and forecasting service is one in form only. 
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run investment consideration. This difficulty is greatly enhanced 
if the forecast is supposed to guide an investor of a peculiar kind, 
namely, the banker. Even as a long-term investor, he is sensitive 
to changes in the market value of his bond portfolio, especially in 
times when a major part of the bank’s earnings—which in turn 
are essential for the bank’s liquidity—is derived from bond hold- 
ings and is depressed through the maintenance of a cheap money 
policy. In 1936, for example, while almost two-thirds of the earn- 
ing assets consisted of bonds, only little more than one-third (547 
million dollars) of the total operating earnings of 14,000 insured 
banks amounting to $1,563 millions came from interest on securi- 
ties; in addition, “profits on securities sold or exchanged,” minus 
losses and charge-offs on securities, amounted to 113 million dol- 
lars."S In respect both to interest and to price, the pressure of 
ratings guidance tends further to depress earnings. As to interest, 
we shall see that the higher-grade security is usually in the lower 
earning class; and as to price, Moody’s “Key” emphatically 
warns the subscriber that high rating does not signify recommen- 
dation for purchase. “A bond of lower rating may be either at- 
tractive or unattractive for purchase and holding, depending . . . . 
especially on market price and other factors which the rating 
system does not in any way attempt to take into account.”’ 

As a matter of fact, agencies appear anxious to give the impres- 
sion that ratings have no connection with either current price or 
with the forecast of future prices. However, a high rating for a 
new issue actually tends to raise its price, while lowering the 
rating depresses the market valuation. The banks consequently 
have to buy or sell, as the case may be, at the ‘‘wrong”’ times 
because their own action (and its advance knowledge by others) 
necessarily tends to raise the price as they proceed to buy, and to 
lower it as they sell. In addition to the earnings considerations 
involved, liquidation problems may and will arise, such as the 
need for strengthened cash reserves, or for mobilization of funds 
in the somewhat remote case of a genuine business upturn. 
Reasonable preparation for emergencies also presupposes a con- 
servative valuation of holdings in accordance with the chances of 

*s Federal Deposit Insurance Corporation, Annual Report, 1936, p. 164. 
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liquidation. An investment guidance which leaves price consider- 
ations aside, and also ignores maturity problems and “other fac- 
tors,’’ means at best simply a physical limitation of the field over 
which the bond departments of the banks are permitted to 
operate, but without limitation as to possible financial losses. 
At the worst, it induces them to buy when prices are high, and to 
sell when prices are low—the opposite of economic logic. And this 
tends to be the outcome, unless the banks avail themselves of 
their own or other people’s investment managerial abilities, which 
again throws light on the curiously inconsistent nature of the 
banking supervision in question. If the banks are not able to 
make the proper choice of securities, why permit them to risk the 
depositor’s funds in purchasing such (eligible) securities and at 
such times that heavy losses may occur? If, on the other hand, 
the banks can be trusted to procure proper investment advice, 
why do they need to be controlled in terms of an arbitrary rating 
device? 

Another significant difference between commercial credit and 
security ratings has to do with the technique of both. True, both 
base their judgment on “hindsight,” i.e., on past records. But, for 
the one, the past serves essentially as a basis for evaluating the 
responsible person, his business ethics, and his managerial qualifi- 
cations; it is the human element which counts as much or more 
than anything else. Bond ratings have virtually nothing to do 
with this vital element, with which the manuals do not deal. 
unless through indirect inference from past earning records, which 
are scareely an adequate substitute for the direct appraisal of the 
management and of its future prospects. The same problem also 
arises in connection with rating municipals. “Cities get into hab- 
its; a city that has been well run will probably stay reasonably 
well run. One that has been badly run will stay badly run, until 
something terrible happens.”** Nobody can accuse the rating 
manuals with being burdened with data on management and with 
estimates of its probable course. 


% G. C. Cummin, The Weakness of Credit Ratings on Municipal Bonds (Chicago: 
John Nuveen & Co., 1937), p. 9. 











88 THE JOURNAL OF BUSINESS 


FORECAST BY HINDSIGHT 

The meaning of the ratings device, as enforced, is the provision 
of an “objective” standard of discrimination between good and 
bad investments, leaving it to the institutions to make their own 
choices among the good. Were no such standard provided, bank 
supervision would either be left to arbitrary decisions or reduced 
to the function of providing trivial services. So long as the idea is 
to control the quality of investments—an idea not to be discussed 
at present—admittedly some standards are needed, and the ad- 
ministrative question is that of a choice between the available 
alternatives.*’ 

The use of ratings, however, merely shifts the burden of the 
problem. Instead of providing objective standards, the ratings 
introduce a new arbitrary factor, namely, the unknown and un- 
defined philosophy of the rating agencies. What are the consider- 
ations which determine their decisions? 

The records of rating subsequently defaulted securities (see 
above) refute any contention that, as a general proposition, rat- 
ings were a sufficient guaranty against losses due to bankruptcy 
of the bond issuer. Future price considerations are eliminated by 
definition. Future marketability, taken nominally into considera- 
tion by some agencies, is thereby actually eliminated too, since it 
is meaningless unless understood as the possibility of liquida- 
tion—at a price, i.e., without major loss. (Everything is ““market- 
able” if losses do not matter.) The neglect of future price con- 
siderations may actually endanger the banks. By stressing “‘in- 
trinsic value”’ rather than the possibility of liquidation, the banks 
may be misled into speculation in an alleged stability. 

High rating is not even a forecast of “intrinsic value”’ in the 
future. Examples of fairly rapid downward revision of ratings are 
virtually unlimited; the random samples in the Appendix offer 
instructive cases. As another example, seven years of rating ap- 
praisal of four leading cities is shown in Table 2. 

In terms of its own appraisal, the rating agency in 1931-32 


17 F.D.1.C. authorities argue publicly that such fixed standards are necessary 
because of the banks’ lack of experience in dealing with bonds. The lack of such 
experience on the part of bank examiners might be an equally valid argument. 
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suggested these investments to its customers as of very choice 
quality and soon repudiated its own suggestions. The curious 
thing is that the bonds were proposed as of highest quality just 
at the bottom of the worst depression; then, in spite of substan- 
tial price recovery, they were degraded within five years, when 
the depression was well over, into the marginal class against which 
the banks are strongly advised by the Federal Deposit Insurance 
Corporation. What interests us at this juncture is the fact of 
fairly rapid changes in the ratings—even in the highest class— 
with the net effect of inducing the banks to purchase by a stand- 
ard, in terms of which they may shortly be compelled to liquida- 











TABLE 2 
City 1931 1932 1933 1934 1935 1936 1937 
Chicago... .. ee See | ee Baa Baa Baa Baa 
Detroit...... Aaa Aa Baa B Ba Ba Baa 
New York... Aaa Aaa Aaa A A A A 
Philadelphia..| Aaa Aa A A A A A 


























tion. The International Match Corporation 5s (1947) were rated 
A (eligible) in the 1931 manual, which appeared just before the 
complete bankruptcy of the famous Mr. Krueger, at a time when 
the markets were already filled with rumors. On the other hand, 
the examples for low rating of securities which subsequently, 
sometimes just before their maturity, had to be raised into the 
eligible class are also numerous. 

But the criticism is directed against the rate-enforcing au- 
thorities rather than against the agencies. The latter are natural- 
ly exposed to error; the practice of the former leads to magnifying 
the effects of each error by the pressure on banks to follow the 
advice. Instead of avoiding speculative commitments, an induce- 
ment is offered to participate in them, by following the vagaries 
of a rating policy which in turn has a tendency to follow the 
market, although often after a substantial lapse of time."* To all 
appearances, after the first years of depression, the statistical 
agencies have thought it necessary to revise their ratings thor- 
8 Cf. Tables I and II of the Appendix. 
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oughly and have followed the policy of “‘safety first” in accord- 
ance with the general business psychology of that period, without 
much regard to the inherent qualities of the individual issues. 
Then, in the subsequent upturn, they have again followed, in a 
hesitant way, the cyclical trend, by gradually correcting upward 
a large mass of ratings. Instead of being a check on the current 
psychology, they themselves were victims of it—and in turn 
helped to enforce its continuation. 

It is natural, indeed, that they share the psychology of the 
business man and accept consciously or otherwise the investment 
fashions prevailing at the time. The large number of high-grade 
bonds among the railroad issues of the predepression era reflects 
the general belief of that era in the high quality of railroads as an 
investment field. This also holds for the preference given in the 
same period to a surprisingly large number of foreign bonds, with 
the difference, however, that the downward change in popularity 
in those issues which has occurred since 1931 is not yet generally 
reflected in the rating of the foreign issues. More recently, two 
railway failures (Soo and Erie) at the turn from 1937 to 1938 
caused pressure on railroad bonds which was promptly followed 
by lowering of the railroad bond ratings at the hands of leading 
agencies.*® 

Rightly or wrongly, the prevailing judgment of the market as 
expressed by quotations is followed, on the whole, by the ratings. 
The long-run exceptions are not numerous enough to influence the 
general picture. The January, 1938, edition of Standard Statis- 
tics’ Alphabetical Bond Guide gives on page 8 a graphic picture of 
the bond yields in the six upper classes, by class of rating, for the 
period 1929-37 (Fig. 1). The curves never meet or cross; the 
average yield of the higher-rated class is always lower than that of 
the next lower class; the rate differential ranges from one-eighth 
to over 1 per cent. The shorter the period under consideration, 
however, the more numerous are the deviations from the average, 
so that individual ratings may seemingly lose all contact with the 
market price. The number of short-run discrepancies between the 


79 Cf. “Rail Bond Ratings Lowered,” Barron’s, January 24, 1938, p. 19. 
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ratings and the seasoned judgments of market experts is therefore 
legion.”° 

“T cannot urge too strongly that bankers think consistently of 
earnings in terms of net profits after the elimination of losses,” 
recently warned the chairman of the Deposit Insurance Corpora- 
tion. The bankers can hardly live up to this highly commend- 
able urge if they are compelled to manage their bond portfolios 
in a way which is conducive to the neglect of potential losses due 
to changing valuations. 


BOND YIELDS 
BY CLASS OF RATING 


Data for Bi and B Bonds not available 





Fic. 1 


MARKET MANIPULATION 


The foregoing discussion has indicated the influence of ratings 
on bond prices. The ruling of the comptroller has put the “recog- 
nized”’ agencies into a strategic position which may permit them 
virtually to control the market itself. The ruling presses the ad- 
herence to ratings which raises their prestige and induces more 
adherence. The effect is the stronger, since the leading agencies 
seem to be imbued at all times with about the same policy; sub- 
sequently proved errors have been shared by all or most of them. 

» For examples of inexplicable vagaries in the ratings see the pamphlet of 
Cummin, op. cit. 

2 Crowley, op. cit., p. 9. 
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9 Cf. “Rail Bond Ratings Lowered,” Barron’s, January 24, 1938, p. 19. 

















BANK PORTFOLIOS AND THE CAPITAL MARKET gI 


ratings and the seasoned judgments of market experts is therefore 
legion.”° 

“T cannot urge too strongly that bankers think consistently of 
earnings in terms of net profits after the elimination of losses,” 
recently warned the chairman of the Deposit Insurance Corpora- 
tion.* The bankers can hardly live up to this highly commend- 
able urge if they are compelled to manage their bond portfolios 
in a way which is conducive to the neglect of potential losses due 
to changing valuations. 


BOND YIELDS 
BY CLASS OF RATING 


Data for Bl and B Bonds not available 





Fic. 1 


MARKET MANIPULATION 


The foregoing discussion has indicated the influence of ratings 
on bond prices. The ruling of the comptroller has put the “‘recog- 
nized”’ agencies into a strategic position which may permit them 
virtually to control the market itself. The ruling presses the ad- 
herence to ratings which raises their prestige and induces more 
adherence. The effect is the stronger, since the leading agencies 
seem to be imbued at all times with about the same policy; sub- 
sequently proved errors have been shared by all or most of them. 

* For examples of inexplicable vagaries in the ratings see the pamphlet of 
Cummin, op. cit. 

2 Crowley, op. cit., p. 9. 








92 THE JOURNAL OF BUSINESS 


The errors will be the more magnified, and price swings up or 
down will be the more enlarged, the greater the following and the 
more intrenched the leadership of the manuals. 

The recognized agencies are privately owned firms of substan- 
tial size, run for profit, and under no governmental or other 
supervision of any kind. Nor do they carry a responsibility similar 
to that of a certified public accountant. It is not known that their 
ratings have ever been influenced either by supervisory authori- 
ties or by issue houses and investment-purchasing institutions. 
The mere volume of issues involved, the large number of sub- 
scribers, and the diversity of interest are in a measure a protection 
(not against large-scale errors, but) against improper influence. 
On the other hand, their primary consideration has to be their 
own business interest, not public welfare; and few people believe 
that the two are necessarily congruent. It is difficult to dismiss 
the impression conveyed by a number of examples that the agen- 
cies are inclined to be reluctant in downward revision of high 
ratings which may have induced their customers to substantial 
purchases, or which might have been supported by additional 
(paid-for) advisory service of the same agency. The inducement 
to postpone such revision as long as possible is natural indeed, and 
it is apparently more freely indulged in than the opposite temp- 
tation of upward rating of “marginal” classifications when prices 
have risen. Scaling-down of their own ratings tends to hurt their 
prestige as well as the subscribers’ interest; nor would it be un- 
ethical if the subscribers for the special advisory service of each 
agency could get advance information on forthcoming changes of 
ratings, or on such factors as would cause their revision. 

Even if one assumes that the agencies never will combine in a 
“monopoly,” and that illegitimate motives never will influence 
their action, the public interest is obvious. Success or failure of a 
new issue may depend in the future on the rating; a new kind of 
speculation may develop, one in alleged or real advance knowledge 
of forthcoming ratings. The potentialities of price control, either 
governmental or private, by manipulation of the ratings and of 
their publication are unlimited. A planned system of bond port- 
folio may be supplemented by a planned system of bond prices. 
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But the planning may be done in a piecemeal fashion and for the 
purpose of purely temporary market manipulation by interested 
parties. The temptation is the greater, since most issues are not 
obviously superior or inferior to what is supposed to be the stand- 
ard, and the arbitrary character of the rating procedure leaves 
complete freedom to determine their valuation. At any rate, if 
the present system of portfolio control is to be permanent, the 
consequence will be such an overwhelming importance of the 
ratings as sooner or later to call for their control. The burden of 
responsibility for bank portfolios (a logical counterpart to the 
insurance of deposits) which has been shifted from the banker to 
the bank examiner, and from there to the rating agencies, will 
have to be shifted again—to someone else. 

In the meantime, the overwhelming majority of low-yield 
bonds happens to coincide with the overwhelming majority of 
highly rated bonds. The market valuation influences the rating 
policy, which in turn influences the market valuation, etc. Which- 
ever is the cause and which the effect, the result will be a vicious 
circle maintaining an artificial system of prices and leading in due 
course to forced liquidation. 


THE PARADOX OF MARKETABILITY 


Neither the ruling of the comptroller about bond portfolios nor 
its interpretation by the Reserve authorities, nor even the rating 
agencies mention maturity as an aspect of securities worth men- 
tioning. By contrast, bank supervision of loans is devoted mainly 
to this side of the credits involved, and the control over bank 
loans (other than those to finance stock speculation) in terms of 
their “inherent qualities” has been virtually abandoned. It is dif- 
ficult to find at a glance a satisfactory explanation for this dif- 
ference in the treatment of the two main groups of banks’ earning 
assets. It may be argued—with barely convincing effect—that 
in the case of loans the effective short maturity is per se an indica- 
tion of “‘quality” and that, therefore, qualitative control of loans 
such as the use of credit ratings need not be enforced. Not much 
more conviction is carried by the further argument that the 
banker is likely to be familiar with his loan customer but not a 
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connoisseur of each of the bond issues competing for his attention. 
Whatever their merit, such arguments prove that maturity is a 
significant consideration for the investor, especially for the bank- 
er. The current assumption that bond portfolios need supervision 
because the “automatic” check of short maturity does not apply 
to them is a proof of the importance of this consideration in the 
minds of examining authorities and a strong criticism of its neglect 
in the framework of portfolio control—unless it is assumed that 
marketability is the quality which now provides the “liquidity” 
of the individual asset previously provided by its forthcoming 
self-liquidation. At any rate, the strong emphasis of the comptrol- 
ler on marketability naturally influences the examiners and the 
banks as well as the standards underlying the ratings, thereby 
creating a cumulative trend toward discrimination in favor of 
“marketable” securities. But what is marketable or the opposite? 
Again, no standards have been made known, and an entire bank- 
ing system is managed by examining authorities and rating 
manuals, none of which seems to feel the urge to clarify its own 
concepts. 

In the first place, maturity itself is an important element in 
marketability. The official policy, which tends to induce the 
banks to neglect the prospective redemption date of the securities, 
is contrary not only to the emphasis on short liquidation of loans 
but also to the emphasis on marketability of the bonds. Redemp- 
tion within a really short period makes a bond not only a virtually 
“self-liquidating” paper but also a widely marketable one—ob- 
viously the proper sort of bank asset from all but its earning 
aspect. 

Marketability has also to do with the technical question of 
market organization. Only a fraction of all securities rated by the 
manuals as eligible is quoted on a national exchange, especially on 
the New York stock and curb exchanges, although the percentage 
seems to rise with the ascending grade of rating. Most of the 
eligible bonds are traded on the over-the-counter market at one 
time or another. A small number of them do not appear to be 
traded anywhere; it is mysterious upon what premises (if any) 
a market is assumed. It seems that in such cases of a conflict 
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between (alleged or real) high intrinsic value and lack of (visible) 
marketability, the bank examiner’s interest is in the former 
quality rather than in the latter. 

More important is the question of marketability on the mark- 
ets. The over-the-counter market is a vast apparatus for the dis- 
tribution of securities, but an even more than sporadic trading 
(which is the case with most securities) does not imply an ex- 
change-like setup for the regular clearing of supply and demand. 
Possibilities for price fluctuations are practically unlimited; the 
discrepancy of bid and asked prices frequently is enormous. 
Transactions often are of a highly individualized character; more 
or less favorable prices are “achieved” according to the urgency 
of the sale or purchase, the alertness of the dealer, and other cir- 
cumstances. The exchanges themselves, so far as bonds are con- 
cerned, lack the organized uniformity of price-making and the 
volume of sales necessary to guarantee that a “‘reasonable”’ quota- 
tion will be available. It is by no means exceptional that nothing 
but asked prices should appear for periods of weeks and months— 
or years. Such has been the situation since the great crisis, not- 
withstanding the upturn of 1935-36, and this is usually described 
and lamented as the scourge of “thin markets.” They are thin, 
indeed, to the point of fading out under almost any pressure. The 
reasons are manifold. 

One is the growth in the dollar volume of national debt certifi- 
cates which, fostered by depression psychology and public sup- 
port, became the outstanding paper of an ‘“‘absolute” marketa- 
bility, thus tending to displace other securities from this position. 
Another reason is the separation of commercial from investment 
banking, excluding the former from the field of issuing and pro- 
moting corporate securities. It has been pointed out that the “‘li- 
quidity” of the pre-1929 volume of marketable stocks was founded 
essentially on the artificial basis of support by speculators;” but 
the critics usually overlook the fact that the prevailing liquidity of 
corporate bonds was based on an equally artificial structure. Both 
were founded on the support by large banks which felt little inhi- 


7 Cf. A. A. Berle, Jr., and V. J. Pederson, Liguid Claims and National Wealth 
New York, 1934), pp. 145-48. 
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bition against throwing the depositors’ funds to the disposal of 
their security affiliates for the support of their syndicates. This 
“house of cards” was broken down with the withdrawal of de- 
posit-bank support which is enforced by the functional separation 
from investment banking, and also by the prohibition of insiders’ 
“made markets” by the Securities and Exchange Commission. 

The naive assumption current in the 1920’s among bankers and 
economists, that the “shiftability” of securities offers a higher 
degree of liquidity than self-liquidating short-term paper with 
proper maturity-distribution, needs no discussion at present,” 
when most bonds have foresaken even the appearance of market- 
ability. There is probably no long-term paper on the American 
market—with the exception of government and governmentally 
guaranteed issues—which could show price resistance against al- 
most any selling pressure. This perhaps explains the attitude of 
the bank-controlling authorities who nominally emphasize the 
marketability requirement but neglect to enforce it, permitting 
and even requiring the use of ratings which apparently pay only 
moderate attention to this “external” quality, and instead stress 
alleged symptoms of “‘intrinsic” virtues for the investment status 
of bonds. 

The enforcement of ratings tends to create a situation which 
repeats on a small but growing scale the experience of the boom 
era. Now, as then, it will be the support of banks which will be 
essential for creating “‘shiftability’’ for bonds; the place to shift 
them to was the big banks’ security affiliates then, and will be the 
portfolios of the small banks now. As it was the support of big 
corporations which in turn made the large banks “‘invulnerable,”’ 
so it is now the support of the Federal Reserve and Deposit 
Insurance systems which is supposed to guarantee the permanent 
functioning of the new structure. 


MANAGING THE FLOW OF CAPITAL 


The potential mismanagement of bank (and other institutional) 
bond portfolios is by no means the only danger involved in their 
control by arbitrary standards. This control cannot fail to in- 


23 Cf. M. Palyi, Liquidity (Minneapolis, 1936). 
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fluence the price-making process of the market, discriminating 
against the one and favoring the other kind of bond. Such in- 
fluences are likely to augment the prevailing price trends or re- 
flect vagaries in the rating agencies’ collective mind. Particularly 
significant are such implications of the enforced use of ratings 
which follow from their “makeup” and have a tendency toward 
slow but cumulative effectiveness 

Almost every interest of the agencies (which are run for profit) 
induces them to give preference to large issues and to large-scale 
issuers *4 The larger an issue, the greater celeris paribus the con- 
tinuity of its marketing opportunities, and the more the reasons 
which may call for its public or private support. Large issues are 
more likely to be sponsored by bigger bond houses which are in 
a better position to support their own product than are the small 
investment bankers. Consequently, the interest of best service 
to the customer dictates a rating preference to the issue which has 
a quantitative weight to throw into the balance—in addition to, 
or in spite of, qualitative considerations 

Further considerations may carry even more weight. Each rat- 
ing firm has a limited amount of capital to invest in manuals and 
charges a fixed price per unit, the raising of which may endanger 
sales. How to combine this limitation with the competitive urge 
of procuring a maximum amount of safe information about a 
maximum number of issues, and to take a minimum of risk in 
giving forecasts in the form of rating, is the question. Obviously, 
all advantages tend to increase almost in direct proportion to the 
size of the issue and of the issuer. Large issues are bound to arouse 
a broader interest than small ones. The latter are of interest to a 
broader public and have been served by more publicity. Informa- 
tion about them is more easily available; they are more often 
tested by the valuation of the market which is a most significant 
guide for buyers as well as for the rating agencies themselves. 
Furthermore, a large issuing unit is likely to have more issues out- 


24 The agencies do not reveal their principles; according to oral information, 
Standard Statistics does not like to rate issues under $2,000,000, while Moody’s 
minimums are $300,000 for municipals, $1,000,000 for industrial, and $500,000 for 
other corporations. 
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standing, thereby causing pro rata less overhead for procuring 
information than the smaller issuer with a single issue outstand- 
ing. 

The consequence is that most issues of the smaller type are not 
rated, or even listed, in the manuals. There are some 175,000 
municipalities and similar political subdivisions in the United 
States,”5 a great many of which have obligations outstanding; but 
Moody’s Governments and Municipals for 1937 lists only about 
14,700 public units and rates only 4,816 issues ‘more than two- 
thirds of them as eligible). Even this restricted list includes a 











TABLE 3 

Political Unit Population = po 
CREASE EAE EES a Se 30,151 $16,653,378 $ 220,000 
cea Ee 46,589 27,875,943 475,500 
Champaign County....... 64,273 54,095,731 1,040,000 
3 ee 74,347 49,335,645 743,000 
DN ercbeatwaswennadaeed 35,929 21,310,684 375,000 
RSE RE Re ee: 42,093 20,217,364 882,000 
IN 4c. dépatontic® @alckank 17,093 7,465,036 143,000 
| Seer ee 104,969 77,615,953 I ,007,000 














substantial number of foreign governments. In all, less than 2 
per cent of all domestic units are rated; and this mainly covers 
the debt of the major municipalities. American cities with less 
than 100,000 population are scarcely mentioned. Illinois, as a 
concrete example, is represented by forty-seven political units; 
but, of the bonds involved, a volume of $460,000,000 were issued 
by six major taxing bodies in the immediate Chicago area, leaving 
some $30,000,000 to the rest. Three hundred and fifty other 
political subdivisions, naturally of the comparatively smaller 
type, with an aggregate general obligation debt of over $90,000,- 
000, are omitted altogether, including a number of cities of sub- 
stantial size, and some of unusual prosperity, such as is shown in 
Table 3. 

Needless to say, the democracy of small towns practically never 


7s According to W. Anderson (The Units of Government in the United States 
[Chicago, 1936], p. 1); the last census figure was 194,632. 
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rises to the distinction of being rated as eligible, even if their 
issues are of highest quality and fairly short maturity. Table 4 is 
a self-explanatory comparison—one of thousands that could be 
made to illustrate the point. 

The local banker may be excellently informed of the local debt 
situation; he may know that the financial conditions of the town 
are favorable, that the debt serves vital purposes of improvement, 
that there even may be sufficient ‘“‘cash” available, and sufficient 
willingness to take up the bonds if the bank needs liquidating. 
Yet, he could be criticized by the examiner if he buys the bonds 
of such a small community, while highly praised and protected if 











TABLE 4 

Sterling, Hartford City, Philadelphia, 

Illinois Indiana Pennsylvania 
Population............ 10,000 7,000 I ,950,000 
Assessed valuation... .. $7 , 580,098 $4,577,017 $3 ,624,721,753 
Net bonded debt........ $86 , c00 $68,950 $391, 700,574 
Per capita debt......... $8.60 $9.85 $201 
Percentage of debt to as- 

sessed valuation....... 1.1 1.5 II 

Scie akieucacsnne es None None Eligible (A) 














he buys paper issued by a faraway large city, the financial condi- 
tions of which are none too good and may, in case of depression, 
turn out far worse than those of the home town—ail this regard- 
less of maturities. Add also the fact that the second class of bonds 
yields a low return in interest and a risk of market loss, while the 
first offers a parachute of comparatively high yield. 

A virtually similiar situation prevails in the corporate field. 
Table 5 is extracted from Moody’s (monthly) Bond Record of 
November 19, 1937, which lists the issues rated in the manuals 
but gives the par amounts only for industrial, railroad, utility, and 
foreign governmental bonds. 

The size of the average eligible foreign issue is about twenty- 
five million dollars; the average home corporate is just about ten 
millions. But the “marginal” Baa bonds may be gradually de- 
graded to the ineligible level, so that the banks’ corporate hold- 
ings will be restricted to average issues of more than ten millions. 
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Since all these securities originate from 960 firms, and the average 
issuer whose security is eligible has $18,570,000 outstanding, it is 
fair to assume that the firms to which bank-portfolio funds may 
flow belong on the average in the twenty-five to thirty million- 
dollar class—the class of large corporations. This is particularly 
significant when a cheap money policy and other forces have 


TABLE 5 
CORPORATE AND FOREIGN BONDS RATED IN THE FOUR UPPER GRADES 

















Rating No. of Total Par Average Par 
Group Issues Value Amount per Issue 
Ns ial Giack a shes bh aial ain are 266 $ 2,977,360,000 $11,193,000 
ER eT ee eee 516 8,172,860,000 15,838,900 
PES RO aN MO renege rete 514 5, 486,610,000 10,674,400 
Ds iit Lina ual are Saree hap 691 6,060, 520,000 8,770,600 
All of foregoing. ....... 1,987 $22,697,350,000 .| $11,433,000 
Foreign governmentals and 
OO” eee — 191 — 6, 870,000,000 [......0006sc0se- 
Rated issues without foreign 
governmentals........... 1,796 $17,827,350,000% | $ 9,926,000 











NumBer oF Issuers AND AVERAGE Amount OF HicH-Grape Bonps PER ISSUER 











No. of Total Par Value Average Par 
Issuers Outstanding Amount per Issuer 
Corporate bonds........... 960 $17,827, 350,000 $18,570,000 














* Of this amount, a total of $248,060,000 is ineligible for such “accidental” reasons as default on 
other bonds of the same company, etc. 


largely succeeded in keeping the bank’s funds from flowing in the 
“normal” channels of commercial credits. Whether or not those 
channels will ever be restored, the capital provision for both 
corporate and municipal development will be deeply affected by 
the fact that governmental regulation artificially and effectively 
favors the large units at the expense of the small ones. This un- 
economic and unsocial distribution of the nation’s investments to 
the disadvantage of the small corporation, and of the small taxing 
body, raises a number of intricate questions of policy—in face of a 
New Deal with an alleged tendency against big units and monop- 
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olies. It is worth noting that the high cost of registration which 
the Securities and Exchange Commission imposes on new issues 
tends to produce much the same effect of diverting capital from 
its use in all but large-scale units and that much state legislation 
contributes in the same direction by raising substantially the 
requirements for the minimum size of corporations whose securi- 
ties insurance firms may purchase, as well as by setting very low 
limits to their maximum holdings of the securities of any single 
unit.” 
MONETARY POLICY IN DISGUISE 


The effect of the enforced bond-rating policy on the artificial 
direction of the capital flow toward the large units is most pro- 
nounced in favor of the biggest debtor—in favor of securities 
issued or guaranteed by the government of the United States. 
As a matter of fact, the present system of official bank-portfolio 
management is a significant factor in creating markets for gov- 
ernment paper at the expense of other securities. The mechanism 
is simple. 

Rating policy restricts the banks’ investment possibilities to 
the comparatively “high-grade” (i.e., low-yield) bonds; conse- 
quently, the yield differential between these investments and the 
governmentals shrinks to the point at which the former lose their 
attractiveness. They imply a certain amount of management and 
“worry,” cost and risk; the latter can be handled in an almost 
mechanical fashion. National securities stand above the highest 
rating; by definition of every agency, they can never depreciate 
in standing, whatever happens to their price, nor do they ever 
need—by definition of the authorities—to be written off (below 
par) on the institutional accounts. They are, in the present setup, 
entirely riskless (except for the very minor question of premium 
amortization, if any), and the managerial overhead is almost fixed 
without regard to the amount handled. They have the further 
advantage of being available in all maturities and can be found 
at any time on the “market.” Above all, they are supposed to be 

% The Indiana Insurance Law of 1935, sec. 147, e.g., prescribes that no securities 


(other than mortgage bonds) of corporations with less than $10,000,000 total assets 
can be acquired. 
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marketable at par or above, never below, because general con- 
sensus, based on five strenuous years’ experience, has convinced 
the banks that the Treasury or the Reserve System, or both, will 
take care of any “slack.” Indeed, after several years of rise, their 
price has been practically pegged ;7? and the Reserve banks accept 
them at face (instead of 75 per cent) value as collateral to be dis- 
counted in amounts up to 25 per cent (instead of 10 per cent) of 
the member banks’ capital and reserve. Small wonder that the 
banks have tried to strike a balance between riskless convenience 
and lack of earnings. They invest over 62.2 per cent of their port- 
folio in governmentals. On the other hand, not less than 25 per 
cent of the remaining portion of their investments has been made 
in what the 1936 Report of the Federal Deposit Insurance Corpo- 
ration calls “substandard” securities and another major portion 
in securities of the “‘marginal” class. Consequently, the high- 
grade but unattractive low-yield strata of corporate and munici- 
pal bonds are comparatively neglected. 

Thus, at a time when the government sponsors manifold ef- 
forts to revive the flow of bank funds into industry and real 
estate,* another bureau of the same government carries out a 
policy which helps to turn the same funds in the opposite direc- 
tion. Such was, of course, probably not the intention; nor, in all 
likelihood, have most of the other effects been intended. It was, 
most probably, not intended to handicap the small industrial 
firms and the small municipalities by credit discrimination against 
them; or to endanger the survival chances of the small banks by 
inflating their deposits, on the one hand, and deflating their 
earnings, on the other; or to expose the rating agencies to the 
responsibilities and embarrassments of a quasi-monopolistic con- 
trol over the capital market. Nor could it have been a conscious 
policy to compel the banks to purchase bonds at high prices and 
to sell them when they are depressed—which may be the actual 
outcome, owing to the coincidence of low yields and high ratings. 

27 Cf. E. S. Duffield, “Treasury as a Factor in the Bond Market,” Barron’s, 
January 31, 1938. 

28 Loans of all banks have fallen since 1929 from 41,375 million to 22,672 million 


dollars, while their bond portfolios have risen from 17,349 to 27,274 millions (at the 
middle of 1937). 
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Thus the banks may be influenced in the direction of following the 
fashions of the bond market, raising prices when they are already 
high and burdening the downward swing by the then unavoidable 
liquidation of their vulnerable holdings. 

The combination of a benevolent economic paternalism with 
the mistrust of both bankers and bank examiners creates sur- 
prising results. If it is a reasonable assumption that monetary 
policy should aim toward the elimination of unnecessary cyclical 
fluctuations, and especially toward the mitigation of forced liqui- 
dation of bank assets, the present policy certainly cannot be rated 
as “‘reasonable.”’ It induces the banks to rely on “marketability” 
but creates the market by offering artificial storage for the thus 
designated paper either in the Reserve System or in the banks 
themselves. The “cold storage’’ in the banks consists in borrow- 
ing an old established practice of the state insurance authorities 
who permit the firms to carry eligible securities above current 
market price and overlooks the essential difference between a 
long-run investor of the insurance type and a bank which handles 
the short-term deposits of the community. The encouragement 
given thereby to the neglect of proper reserves is the more danger- 
ous for the banks, since it is only temporary; the storage is con- 
tingent on the maintenance of a rating level, which in turn de- 
pends on the trend of market prices—thus setting the scene for 
wholesale liquidation at the worst possible psychological moment. 
Thus, a policy which was meant as a stabilizing factor tends to 
undermine both the earnings and the safety of the banking struc- 
ture—provided that it will be carried out on the pattern applied 
at present. 


IN QUEST OF AN ALTERNATIVE 


Reserve System, Treasury, and Deposit Insurance authorities 
have expropriated most of the functions of the comptroller of the 
currency. At any rate, his ruling, which made the rating manuals 
instrumental in determining the contents of bank portfolios, was 
probably not meant as a matter of conscious monetary or even 
credit policy. It aimed simply at introducing some sort of objec- 
tive standards into the bewildering problems arising out of the 
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paradoxical attempt to sink a huge fund in permanent invest- 
ments and also keep it liquid. Is it possible to assume that such a 
thing as objective and scientific measurements of investment 
quality can be produced on a large scale? And is there no policy 
available which would fulfil the essential purpose of maintaining 
reasonable standards, without the highly questionable effects of 
enforcing the ratings without appeal? 

In the first place, it has to be understood that the holding of 
interest-bearing paper of any “quality,” high or low, implies a 
substantial risk-taking by the banks. No such security is or can 
ever be free of price fluctuations (except in a totalitarian society) ; 
price fluctuations need have nothing to do with the quality of the 
paper but may be a consequence of changing interest rates.’ 
Bond holdings are a “‘speculative’’ activity for banks whose one 
essential function is the care for liquidity; demand deposits can- 
not safely be used even with a broad cash margin except for short- 
term purposes, including securities of not more than two or three 
years’ maturity.*° The first consideration, therefore, must be 
quantitative rather than qualitative: proper limitation of the 
total holding of interest-bearing, long and medium term bonds 
and mortgages. Some such limit as the sum of the bank’s net 
proprietorship capital (total capital minus book value of fixed as- 
sets) plus the volume of genuine savings deposits in the bank 
(minus cash reserves against the latter) may be advisable but dif- 
ficult to attain. At any rate, without check on the further growth 
of portfolios all attempts to regulate them might as well be aban- 
doned. 

As to qualitative control itself, requirements are meaningless 
unless they are well defined and consistently adhered to. A ra- 


29 One of the London “big five” had by 1914 virtually lost its capital, owing to 
the fact of having bought substantial amounts of English consols—the best security— 
previous to the rise of interest rates in the first decade of the century. Between early 
1935 and the end of 1937, the 2} per cent consols fell again about 22 points, raising 
the yield from less than 2.5 per cent to about 3.5 per cent, without any change in 
the “investment status” of those securities. A similar drop in American government 
bond prices at present would endanger hundreds, if not thousands, of institutions 
—or induce their unloading on the Reserve System. 

» “Treasury paper” means in England ninety days’, in France two years’, and 
in Germany (at present) fifteen years’, maturity. 
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tional approach should proceed along three or four lines. First, 
proper diversification of risk calls for maximum requirements for 
the percentage holding of each major type of security (federal, 
municipal, industrial, railway, and utility bonds), in addition to 
the present statutory rule restricting the holdings of each individ- 
ual (other than governmental) security to 10 per cent of the 
banks’ paid-in capital and reserve funds. Second, it may be ad- 
visable to follow the practice of many insurance and several state 
bank authorities who prescribe standards of bond eligibility in 
such terms as, for example, minimum ratio of issuer’s earnings to 
interest charges, etc. Such tests which bonds have to meet in ac- 
cordance with reasonable investment standards have often been 
discussed ;* they should be worked out and, from time to time, 
revised by a body of experts. Lastly, if ratings are to be used at 
all, they should be used in a voluntary rather than in a compul- 
sory fashion and refined so as to offer some real guidance. This 
implies the publication of the underlying standards and of reasons 
for changes in the ratings. Furthermore, no substitution of quasi- 
mechanical devices for judgment should be attempted; and the 
agencies should accept responsibility for statements to the full 
extent required from investment dealers. 

But the essential factor in controlling the quality of bank port- 
folios is their quantity. It may be doubted whether any real con- 
trol is possible, so long as budgetary deficits compel the govern- 
ment to recurrent issuance of bonds, while a system of extremely 
cheap money rates makes the holding of these bonds unattractive 
to private, and scarcely remunerative to institutional, investors. 
A vast deposit inflation is not compatible with a sound structure 
of bank assets, and it is worth noting that “‘no conceivable statu- 
tory standards can take the place of good judgment. No laws can 
render it impossible for bankers to make bad loans or purchase 
unsound bonds. But so far as bonds are concerned, if their selec- 
tion is [properly] limited ....one of the chief causes of bank 
failures would be brought under real control.’ 

3 E.g., by R. G. Rodkey, State Bank Failures in Michigan (Ann Arbor, 1935), 
chap. viii. 

3 Ibid., p. 155. 
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BOOK REVIEWS 


Prosperity and Depression. By GOTTFRIED VON HABERLER. New York: 
Columbia University Press, 1937. Pp. xv-+363. $2.00. 


This study of business-cycle theory was done under the auspices of 
the Economic Intelligence Service of the League of Nations. In the 
Preface the director of the Service, Mr. Loveday, explains that the 
book represents the first stage in an inquiry undertaken “not with a 
view to the elaboration of a new and complete theory of the cycle, 
but with the object of analysing and sifting (if necessary supplement- 
ing) the theories which already exist and subjecting those theories to 
the test of fact.” 

That part of the League report devoted to the statistical verification 
of business-cycle theories is yet to come. The present part of the report 
is concerned with the theories that are to be tested. Its purpose, as 
stated by Professor Haberler in the Introduction, is “to gather to- 
gether various hypotheses of explanation, to test their logical con- 
sistency and their compatability with one another and with accepted 
economic principles.” The fact that these causal hypotheses were to 
be subjected to quantitative and historical tests was a major con- 
sideration in shaping the character of the present volume. 

The book consists of two parts of similar length, the first of which 
contains an analysis of current theories of business cycles while the 
second attempts to derive from this analysis ‘‘a synthetic account of 
the nature and possible causes of economic fluctuations.” Both of 
these difficult jobs have been well done. The author is lucid, acute, 
and fair in his treatment of the various theories. His exposition of 
Professor Hayek’s doctrine is clearer than any of Professor Hayek’s 
own statements that are known to the reviewer. Mr. Hawtrey’s ex- 
planation of cycles is treated rather fully as the type case of a “purely 
monetary theory.”’ The most extended consideration is given to over- 
investment theories. Other factors such as horizontal maladjustments, 
overindebtedness, underconsumption, crop yields, and psychological 
theories are analyzed in later chapters, not as full explanations of the 
business cycle but as factors which may help to account for the develop- 
ment of certain phases of it. The reviewer’s chief regret concerning 
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this section is that more attention was not accorded the recent work 
of Scandinavian economists. 

Widest interest will doubtless attach to the second part of the book, 
that in which the author attempts a synthesis. In this the reviewer 
believes that Professor Haberler has made a most helpful contribution. 
The work shows excellent perspective, a high order of organizing 
power, and some degree or originality as well. After an introductory 
chapter on definition and measurement of the business cycle, the 
author deals first with the process of expansion and contraction. Here 
his emphasis is upon the factors which make an upward or downward 
movement cumulative or self-reinforcing. He then turns to the more 
difficult and more controversial problem of the upper and lower turn- 
ing-points. Here the questions are how a movement in either direction 
ever gets started, whether once started it can go on indefinitely, and 
how it can be and usually is terminated. In accounting for the “down- 
turn” and “upturn,” respectively, procedures as nearly parallel as 
possible are followed. Consideration is first given to the sort of in- 
fluences which tend to reverse a movement. Next treated are the fac- 
tors which render the economy more sensitive to reversing factors as 
the movement unfolds. The concluding step is an examination of the 
extent to which the movement itself generates reversing influences. 

In a concluding chapter the author attempts to deal in systematic 
fashion with the international aspects of business cycles. This part 
of the book is largely pioneering, and the author cautions the reader 
to regard it as “‘an exposition of a method of analysis rather than a 
presentation of definite results” applicable to concrete cases. 

One can hardly turn from a study of the synthesis presented in this 
volume without reflecting upon the theoretical as well as practical 
difficulties which still confront those interested in measures of practical 
public policy with reference to the control of business cycles. 

GARFIELD V. Cox 
University of Chicago 


A Program of Financial Research. By the NATIONAL BUREAU OF 
Economic RESEARCH in co-operation with the ASSOCIATION OF RE- 
SERVE City BANKERS. New York: National Bureau of Economic 
Research, 1937. Vol. I: pp. x+81. $1.00. Vol. II: pp. viii+ 
253. $1.50. 

No one interested in financial research should neglect to familiarize 
himself with the contents of these small volumes. They constitute the 
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report of a committee appointed in 1936 by the National Bureau of 
Economic Research to prepare an inventory of financial research then 
in progress and to recommend procedure designed to lead to “a better 
understanding of the financial problems facing this country.” The 
committee consisted of Winfield Riefler, chairman; David Friday; 
Walter Lichtenstein; and J. H. Riddle; with Ralph A. Young as its 
secretary. 

The first volume contains two parts. Part I is the committee’s 
recommendations for a program of research. Part II presents the out- 
lines of several projects drafted by, or for, the committee as illustra- 
tions of the types of research contemplated in its recommendation. 

The second volume is a comprehensive and classified inventory of 
the researches in finance which were in progress in 1937. This part of 
the report should be most useful in bringing investigators in finance 
closer into touch with one another’s work and in informing all who 
may be interested in research in this field as to the variety and char- 
acter of the projects currently under way. 

It is gratifying that the National Bureau acted favorably upon the 
recommendation of the committee that support be sought for a small 
central staff to administer and to encourage research in this field. 

GARFIELD V. Cox 
University of Chicago 





